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Executive Summary 



As requested by the House Ways and Means Subcommittee on Public 
Assistance and Unemployment Compensation, gag analyzed the poten- 
tial effects of fully extending Supplemental Security Income (ssi), Aid to 
Families with Dependent Children (afdc), Medicaid, foster care. Child 
Support Enforcement, Food Stamps, and federal income taxes to Puerto 
Rico, the Virgin Islands, Guam, and American Samoa. 

The United States treats these insular areas differently than states in 
providing federal aid and taxing income. Welfare coveraj^e is generally 
more limited, leaving many needy individuals with less support, 
although it is sometimes more liberal than the states' counterpart pro- 
grams. Area residents and businesses generally are exempt from federal 
taxes, and business tax incentives encourage the areas' economic self- 
reliance. Recently, there has been congressional interest in making wel- 
fare programs and income taxes m.ore comparable between the areas 
and states. 



Background decades, the federal government has fostered social and economic 

^ development in the areas through welfare programs and special tax 

treatment. Some of the six programs gag analyzed operate in the four 
areas, but federal funding and sharing rates often are lower and pro- 
gram requirements different than in the states, ssi is not available in the 
areas, although some have counterpart programs; only the Virgin 
Islands and Guam have Food Stamps, although Puerto Rico's Nutrition 
Assistance Program is patterned after Food Stamps; and American 
Samoa has only Medicaid. 

U.S. corporations, by using the U.S. Internal Revenue Code's section 936 
tax credit or foreign tax credit, pay reduced or no federal taxes on their 
area income. Also, area businesses and residents are exempt from U.S. 
taxes on their area income, but such income is subject to local income 
taxes, which are patterned after federal taxes. 



Results in Brief using 1984 data, GAG estimates that federal expenditures in the four 

areas would have doubled — from about $1 to $2 billion— had the six 
programs been fully extended to those areas. Federal increases would 
result from higher benefits, more recipients, and greater cost sharing. 
Conversely, areas' costs would have decreased about 37 percent — from 
$244 to about $154 million, due to full federal funding of ssi, lower cost 
sharing, and fewer Medicaid participants than the areas' counterpart 
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Medicaid programs. Most area leaders favored extending ssi, but views 
on the other programs varied. 

GAO estimates from 1983 data— the latest available— that federal tax 
revenue, negligible in 1983, would have been about $2.7 billion more and 
area tax revenue $1.4 billion less if federal income taxes had been fully 
extended and replaced area income taxes. But, because such changes 
could adversely affect local business activity, gao believes annual fed- 
eral tax revenue could decline significantly over the long term as some 
businesses close, relocate, or down-size operations after tax incentives 
disappear. Nearly all area leaders strongly opposed federal income 
taxes, citing the likely flight of businesses and other taxpayers and 
depressed economies — which in turn could lead to more welfare costs 
and less area tax revenue. 

Because of their susceptibility to variation, gao advises caution in using 
the interdependent cost and revenue estimates, as well as their overall 
net effect. 



GAO's Analysis 



Comparing 1984 actual with estimated program costs shows that federal 
cost increases would have differed by program and area, ssi would cost 
about 27 times more than the areas* counterpart adult assistance pro- 
grams, due to full federal financing of benefits and higher participation 
under more liberal eligibility criteria. Federal afdc costs would increase 
about 1-1/2 times, due to increased federal cost sharing and higher par- 
ticipation under more liberal eligibility criteria. Medicaid costs would 
increase nearly 5 times — assuming areas* costs would eventually 
approach states* costs — due to higher federal cost sharing and removal 
of federal funding ceilings. Federal costs for Food Stamps, already 
extended to the Virgin Islands and Guam, would increase about 25 per- 
cent if extended to American Samoa and Puerto Rico — mostly due to 
removing the federal funding ceiling on Puerto Rico*s Nutrition Assis- 
tance Program. 



Areas' Costs Would Areas* costs would decrease, mainly because (1) with ssi, their adult 

Decrease assistance program costs would shift to the federal government and (2) 

the number of Medicaid participants would decrease about 34 percent 



Federal Costs Would 
Increase 
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under more restrictive eligibility criteria, Puerto Rico would have the 
greatest decrease— about $88 million, or 38 percent. 



Representatives' Views on Most area leaders surveyed by gag favored extending ssi and many 
Extending Programs favored extending \FDC, Medicaid, and Food Stamps, but not foster care, 

Varied '^^^^ ^^^^ adequate benefits, (2) better services, and (3) fairer 

treatment for residents. They were concerned about (1) welfare depen- 
dency and work disincentives, (2) immigration from neighboring islands 
to obtain assistance, and (3) disruption of their area cultures, particu- 
larly in American Samoa. 



Expected revenue from extending federal taxes would result mainly 
from eliminating section 936 credits for U.S. corporations operating in 
Puerto Rico, gag estimates that in 1983, federal corporate tax revenue 
from the four areas would have been about $2.14 billion and personal 
tax revenue about $531 million, but believes that — mostly because of 
the loss of business tax incentives — over the long run annual federal 
revenue could decline to less than $2.1 billion. 



Areas would have lost about $524 million in corporate and $892 million 
in personal tax revenue had U.S. taxes replaced area taxes. Estimated 
federal corporate tax revenue is higher than area losses because federal 
tax law would not have allowed all of the areas' tax systems' exemp- 
tions and rebates. Estimated federal personal tax revenue is lower than 
area losses mostly because federal income taxes are lower than some 
areas' taxes. 



All Areas Oppose Business leaders and nearly all area officials opposed extending federal 

Extending Taxes ^^^^^ because, they told GAG, businesses would relocate, revenues and 

jobs would diminish, and the need for welfare would increase, as would 
areas' fiscal dependence on the United States. Some were concerned 
about taxation without representation, and the Puerto Rico governor 
and other officials there questioned whether, without area concurrence, 
the United States legally could impose taxes on their area — an issue 
involving U.S./Puerto Rican political relationships. 



Feaeral Income Tax 
Revenue Increases Might 
Decline Over Time 



Areas' Tax Revenue Would 
Decrease 
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Estimates Subject to Many factors could affect gag's estimates, including (1) areas choosing 

Vari ation different designs for fully extended programs than were envisioned dur- 

V aridtiui review, (2) changes in areas' economies or business activities 

that affect the demand for welfare services or potential income tax rev- 
enue, and (3) recent and future legislative changes. Thns, gag advises 
caution in using the estimates. 



Matters for 

Congressional 

Consideration 



There are inherent uncertainties in predicting the effects of fully 
extending welfare and, particularly, taxes to the areas. Should the Con- 
gress endeavor to make changes in the programs or taxes, it should 
consider: 

Extending one program at a time to an area or subarea on an experimen- 
tal basis and determining the actual costs and the extent and nature of 
other effects. Area views would help in selecting experiments. 
Gradually increasing corporate tax revenues (such as by decreasing sec- 
tion 936 credits) up to the cost of the program extension, rether than 
eliminating business tax incentives altogether. 



Art or rnmm^ritQ received comments from Puerto Rico's governor. Senate president, 

Agency L/OmmeniS resident commissioner; the Virgin Islands' governor; Guam's 

speaker of the Legislature; American Samoa's governor and Senate pres- 
ident; and the U.S. Departments of Agriculture, Treasury, Interior, and 
HHS. (See p. 74-80.) 

Area officials generally restated their positions — as discussed in the 
report— on fully extending 'velfare programs. Also, all area officials 
restated strong opposition to fully extending federal income taxes, reem- 
phasizing the likelihood of reduced business activity, increased unem- 
ployment, and the consequent need for more welfare. 

Agriculture said gag downplayed tue significance of Food Stamps in the 
areas and the Nutrition Assistance Program in Puerto Rico. Treasury 
said that gag's long-term estimate of the revenue effects of tax exten- 
sion should be deemphasized. gag, however, believes the report properly 
characterizes these matters. Interior opposed any policy that would 
extend additional programs or taxes, citing its interest in having area 
residents attain self-government and plan their own futures, hhs said 
the report was a fair and accurate portrayal of its programs in the 
areas. 
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Introduction 



The United States provides financial and other assistance to its territo- 
ries and possessions, which in the Caribbean include the Commonwealth 
of Piierto Rico and the Virgin Islands and in the Pacific, Guaiu and 
American Samoa (see figure 1.1). Historically, these "insular areas" 
have depended heavily on federal programs and such other forms of 
assistance as special tax treatment. The need for such treatment stems 
in part from factors limiting the areas' ability to attain economic self- 
sufficiency and social development. These factors — varying in applica- 
bility among the areas — include scant natural resources, geographi i 
remoteness from major world markets including the U.S. mainland, 
small land areas and populations, and limited investment capital. 



Figure 1.1: U.S. Territories and Possessions 
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Over the years, the United States has contributed to the social develop- 
ment of the areas by extending federal assistance programs. It has sup- 
ported schools, hospitals, housing, and other infrastructure projects. In 
addition, grant programs have provided resources that enable the areas 
to deliver various social services. 

In some cases, grant programs are extended differently to the areas than 
to the states. Often the historical reasons for different treatment are not 
readily discernible. Sometimes programs were tailored to meet special 
area needs and circumstances. For example, under federal law that 
authorizes the Secretary of Health and Human Services (hhs) to waive 
most Medicaid requirements for American Samoa, a unique program was 
established to meet the area's needs. 

Long-standing federal policy also has aimed at fostering the areas* fiscal 
autonomy and economic self-reliance. For several decades, area 
residents and corporations have been exempted from federal taxes on 
income earned in the areas, and area governments have been allowed to 
retain the proceeds of area taxes. Also, as early as 1954 special tax 
incentives were enacted to encourage U.S. businesses to locate and 
otherwise operate in the areas, thus helping to enhance the areas' 
economies. 

There were significant demographic and economic differences among 
the jar areas in 1984 — the general base period for our study (see table 
1.1). For example, Puerto Rico's population of 3.3 million dwarfed those 
of the other three areas. Likewise, Puerto Rico's labor force of 953,000 
was almost 10 times larger than the combined labor forces of the other 
three. American Samoa had the smallest labor force — about 11,900. 
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Table 1.1: Selected Characteristics the ■■^^^■^^^^^^^^^^^^^■■H^H^^^^HHl^H^^HH 

Four Insular Areas Virgin American 

Characteristic Puerto Rico Islands Guam . Samoa 

Population^ 3.270.000 107.500 112.100 35.300 

Labor force 953.000 43.470 44.389 11.936 

Number employed 742.000 40.230 41.569^ 10.400 

N umber unemployed 210.000 3.240 2.800 1.536 

Unemployment rate (percent) 22 7.5 6 T2!9 

Per capita income $4,096 $7,455 $7,504^ $3,270 



^July 1984 estimate. Civilian population shown for Guam, no active-duty U.S. military personnel 
included. 

^An employee was counted at each place employed. Thus, if employed by two or more employers, the 
employee would be counted more than once. 

^Excludes military salaries. 



Puerto Rico had the highest unemployment rate, averaging 22 percent in 
1984 — from a 1983 high of 23.5 percent. Guam's rate, 6 percent, was 
the lowest, partly because it reflected approximately 10,000 active-duty 
U.S. military personnel. (Guam's rate was close to 8 percent when mili- 
tary personnel were excluded). Per capita income also varied widely 
among the areas, with American Samo? having the lowest per capita 
income and Guam the highest. 

Additionally, the areas are unique culturally and politically, both from 
the 50 states and from each other. Puerto Rico, whose Spanish heritage 
is evident in its vernacular language, architecture, and culture, is unique 
in that the area's political relationship with the United States permeates 
virtually all public policy, economic, and social issues. Guam is charac- 
terized by an extensive U.S. military presence, wnich covers much of its 
land area and directly influences the area's economy. American Samoa, 
the only area whose residents are not U.S. citizens but U.S. nationals, 
has a culture based on the tightly knit extended family, which affects 
not only its economy but also its demands for social services. 

Each of these areas is represented in the U.S. House of Representatives 
by a resident commissioner (Puerto Rico) or delegate who can vote in 
committee but not on the floor. Its residents provide delegates to U.S. 
political party conventions, but do not vote in presidential elections. 

Over the years, attempts have been made in the Congress to remove 
some of the differences in program and tax treatment between the areas 
and the states. For example, bills have been introduced, but not enacted, 
to extend ssi as it exists in the states to the areas. In a similar way, 
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attempts have been made to reduce or eliminate special tax treatment 
for the areas. For example, a proposal that led to the Tax Reform Act of 
1986 provided for repealing the major tax incentive for U.S. businesses 
operating in the areas. This proposal was not adopted. 

Noting the interest in extending certain federal programs to areas where 
they do not exist or are extended differently than in the states and the 
lack of adequate information upon which to legislate, the chairman and 
the ranking member of the House Wayj and Means Committee's Subcom- 
mittee on Public Assistance and Unemployment Compensation asked us 
to determine the possible effects of fully extending selected major wel- 
fare programs and income taxes to the four areas. As agreed, the pro- 
grams included in our review were: 

. Supplemental Security Income (ssi) - Cash assistance directly provided 
by the federal government to aged, blind, or disabled individuals meet- 
ing federally established income, resource, and other requirements. 

. Aid to Families with Dependent Children (afdc) - Grants providing cash 
for children in single-parent families or— at state/area option— certain 
two-parent families that meet state/area established income, resource, 
and other eligibility requirements. 

• Medicaid - Grants for providing medical assistance to the "categorically 
needy" — primarily persons eligible for ssi and afdc— and other low- 
income individuals, including the "medically needy"— persons whose 
income is too high to qualify for ssi, afdc, adult assistance, or other cash 
assistance, but after deducting incurred medical expenses is below the 
state/area assistance standard. 

• Foster care - Grants for providing food, clothing, and other services for 
children living away from home when both parents are incapacitated, 
absent, or otherwise unable to provide adequate care. Federal funds are 
available under Social Security Act titles IV-B, IV-E, and XX. To receive 
assistance, recipients must meet state/area eligibility requirements for 
each title. 

. Child Support Enforcement - Grants for administering the enforcement 
and collection of support obligations owed by absent parents. 

. FooQ Stamp s - Grants providing food coupons to help ensure nutritions 
diets for families meeting federally established eligibility requirements. 
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Availability of 
Selected Welfare 
Programs in the Four 
Areas 



Five of the six federal programs currently operate in some form in most 
of the areas, but some programs, as shown in table 1.2, are not available 
in every area. 



Table 1.2: Federal Program Availability in 
the Four Areas 



Program 


Puerto 
Rico 


Virgin 
Islands 


Guam 


American 
Samoa 


SSI 






fVja 


N 


AFDC 


Y 


Y 


Y 


N 


Medicaid 


Y 


Y 


Y 


Y 


Foster care 


Y 


Y 


Y 


N 


Child Support Enforcement 


Y 


Y 


Y 


N 


Food StampiJ 




Y 


Y 


N 



Y-Yes 
N-No 

^Counterpart programs with similar objectives but different program features are available. 



When established, ssi was not extended to the four areas. According to 
statements of the Senate Finance Committee chairman ( Congressional 
Record , March 11, 1976), the Congress thought it inadvisable to provide 
the guaranteed ssi income levels to areas whose economies were signifi- 
cantly different than those of the states. Instead of this 100-percent fed- 
erally funded and administered program, the Congress continued the 
areas' "adult assistance" programs, which provide cash assistance to 
needy aged, blind, or disabled persons. In the states, the adult assistance 
programs were replaced in 1974 when SSI went into effect. 

Under the adult assistance programs, eligibility requirements and bene- 
fit levels are set by the areas, and the federal government pays only 
part of the program costs. Federal law limits total federal funds availa- 
ble for the areas' combined expenditures for the adult assistance pro- 
grams, AFDC, and title IV-E foster care maintenance payments for 
children who have no caretaker relative but otherwise are eligible for 
AFDC. Similarly, federal expenditures on Medicaid in the areas are 
capped. The current federal funding limits on these programs are shown 
in table 1.3. 
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Table 1.3: Federal Funding Limits for 
Area Welfare Programs 



Dollars in millions 


Area 


Funding limit 
Co. uined adult assistance, 
AFDC, & title IV-E foster care« 


Medicaid^ 


Puerto Rico 


$72.00 


$63.40 


Virgin Islands 


2.40 


2.10 


Guam 


3.30 


2.00 


American Samoa 


Not applicable 


1.15 



^Current limits have been in effect since 1977. 
^Current limits have been in effect since 1984. 



The federal government reimburses the areas for their afdc program 
expenditures at rates lov^^er than state rates. The maximum federal shar- 
ing rate for the areas is set by federal \2lw at 75 percent. While states 
have the option to seek afdc reimbursement under different formulas, 
all have opted to use the Medicaid rate, vi^hich can be as high as 83 
percent. 

Among the six programs, only Medicaid is extended to each area. Along 
with funding ceilings, there are lower federal reimbursement rates and 
other substantial differences between Medicaid programs in the states 
and those in the areas. Most notably, the areas have waivers to the 
requirements that the income of **medically needy" participants gener- 
ally caxmot exceed 133-1/3 percent of the applicable afdc payment 
standard. Also, the program's "freedom of choice" requirements histori- 
cally have been waived for the areas. (That is, area participants cannot 
select medical service providers.) States were given authority to seek 
waivers to this provision beginning in fiscal year 1982.* 

Foster care financing similar to that in the states, except for funding 
limits on title IV-E, is available to Puerto Rico, the Virgin Islands, and 
Guam. 

The Child Support Enforcement Program operates in each of the areas 
(except American Samoa) as it does in the states. 

Food Stamps operates in the Virgin Islands and Guam as it does in the 
states. It was not extended to American Samoa. In 1982, the program 
was replaced in Puerto Rico by the Nutrition Assistance Program as part 



*The waiver authority for states was provided under the Omnibus Budget Reconciliation Act of 1981 
(42U.S.C. 1396n). 
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was replaced in Puerto Rico by the Nutrition Assistance Program as part 
of an effort to reduce federal costs. Puerto Rico's program, which serves 
almost half the area's total population, has the same basic objective as 
Food Stamps, but there are substantial differences. The Food Stamp 
Program has an ''open-ended" authorization (no federal funding ceiling), 
while Puerto Rico's program had an $825 million federal funding ceiling 
from 1983 to 1986. (Maximum authorized amounts for subsequent fiscal 
years are progressively larger, ranging up to $936,8 million in fiscal 
year 1990.) But the Nutrition Assistance Program may be somewhat 
more flexibl*^ in that Puerto Rico is authorized, within limits of federal 
law and regulations, to establish program eligibility criteria, benefit 
levels, and administrative procedures and to provide benefits in cash 
rather than coupons. 

Details about the programs are provided in appendix I. 

At the federal level, hhs administers all programs except Food Stamps 
and Puerto Rico's Nutrition Assistance Program, which the Agriculture 
Department's Food and Nutrition Service administers. Within hhs, the 
Social Security Administration (ssa) administers ssi; the Family Support 
Administration^ administers the adult assistance, afdc, and Child Sup- 
port Enforcement programs; the Health Care Financing Administration 
administers Medicaid; and the Office of Human Development Services 
administers foster care programs authorized by the Social Security Act. 
Federal agencies' responsibilities for the areas vary by program, but 
generally entail such functions as reviewing and approving the areas' 
plans, allocating and awarding funds, and monitoring compliance with 
federal laws and regulations. 

Except for specific programs, the Department of the Interior is responsi- 
ble for administering most areas. The Department, primarily through its 
International and Territorial Affairs Office, is charged with providing 
technical assistance, presenting the areas' budgets before the Congress, 
and promoting the economic, social, and political development of the 
Virgin Islands, Guam, and American Samoa. Puerto Rico is not under the 
jurisdiction of any federal agency. 



^The Family Support Administration became functional on April 1, 1986. Until that time, SSA admin- 
istered the adult assistance and AFDC programs, and the Child Support Enforcement Program was 
administered by the Office of Child Support Enforcement, within the Office of the Secretary. 
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Special Federal Tax 
Treatment for the 
Four Areas 



To provide the four areas with operating revenues and encourage busi- 
ness investment, the federal government allows them special income tax 
treatment. Generally, area residents and corporations are exempt from 
federal income taxes on part or all of their income, but pay area income 
taxes, which in many respects are similar to U.S. income taxes. These 
arrangements were intended to give the areas a measure of fiscal auton- 
omy and in some cases avoid annual appropriations against the U.S. 
Treasury. 

For federal income tax purposes, Puerto Rican citizens are taxed on 
worldwide income, the same as other U.S. citizens. But full-year 
residents of Puerto Rico, except federal employees, are exempt from 
federal taxes on income earned in Puerto Rico. Similarly, Puerto Rican 
corporations are exempt from federal tax on Puerto Rico-source income, 
but pay federal taxes on all other income. All Puerto Rican residents and 
corporations are subject to Puerto Rico's income tax, and U.S. residents 
and corporations are subject to Puerto Rican income tax on Puerto Rico- 
source income. 

In 1983, the Virgin Islands and Guam organic acts^ required them to 
operate income tar: systems that precisely followed the U.S. Internal 
Revenue Code. This is referred to as the "mirror" principle of taxation. 
American Samoa opted through its own laws to "mirror" — with certain 
exceptions — the Code. As a result, the three areas' income tax systems 
were nearly identical to the federal income tax system, except as speci- 
fied by area law in American Samoa's case or otherwise by federal law. 

The Code provides special income tax treatment to U.S. corporations 
operating in the areas to foster business investment in the areas. Most 
notably, qualifying corporations operating in Puerto Rico, Guam, and 
American Samoa (and, after 1986, the Virgin Islands) may claim a 
doUar-for-doUar credit against federal income tax liability on income 
derived from these and certain other U.S. areas. This credit, the "Puerto 
Rico and Possessions Tax Credit," was established by the Tax Reform 
Act of 1976 as section 936 of the Code, and is often referred to as the 



^Organic legislation is federal Jaw that establishes the legal framework for governing insular areas. 
Under the Tax Reform Act of 1986, Guam is authorized to develop its own income tax laws. 
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**section 936 credit."'* The credit replaced special provisions, dating back 
to 1921, under which corporations had been exempted from U.S. income 
taxes on profits earned in insular areas. To qualify, corporations must 
derive at least 80 percent of gross income from these areas, and at least 
75 percent of gross income from active trade or business conducted in 
the areas.5 Corporations opting for this credit generally must do so for a 
minimum of 10 years. 

U.S. corporations claiming the section 936 credit qualify for other spe- 
cial income tax treatment. They may repatriate (send back to the United 
States) dividends to their parent corporations free of tax, because their 
parent corporations generally are entitled to a 100-percent deduction for 
dividends received. This contrasts with the 85-percent deduction gener- 
ally available to U.S. corporations.^ 

The corporations also qualify for special federal income tax treatment 
for income from intangible property such as patents, formulas, and 
copyrights. Generally, when intangible property is transferred to a con- 
trolled foreign corporation, the transferor must recognize as income any 
profits earned on this property by the foreign corporation. When intan- 
gible property is transferred to a subsidiary in an area, however, a por- 
tion of these profits, upon election, may be recognized by the subsidiary, 
or a portion of associated research and development costs may be recog- 
nized by the parent corporation. Either treatment essentially reduces 
the taxable income of the transferor and increases the subsidiary's tax- 
free income. 

Unlike corporations that qualified for the section 936 tax credit, in 1983 
U.S. corporations' Virgin Islands' subsidiaries could not repatriate divi- 
dends free of tax, because their parent corporations generally were enti- 
tled to only the 85-percent dividends-received deduction. Virgin Islands 



"^While the term "possessions" may include Puerto Rico, the Virgin Islands, Guam, American Samoa, 
and various other U.S. territories and insular possessions for federal income tax purposes, the Virgin 
Islands was not considered a possession for purposes of this tax credit prior to the Tax Reform Act of 
1986. The Tax Reform Act of 1986 applied section 936 to the Virgin Islands for tax years after 1986. 
From 1954 to 1986, Virgin Islands inhabitants, including some U.S. corporations, satisfied their U.S. 
income tax obligations by paying taxes to the Virgin Islands. 

^The gross income requirement for active trade or business, as opposed to interest and other passive 
income, was increased from 50 to 65 percent by the Tax Equity and Fiscal Responsibility Act of 1982 
(TEFRA). The increase was phased in over a 3-year period beginning in 1984. The requirement is 
increased to 75 percent, effective in 1987, under the Tax Reform Act of 1986. 

^Under the Tax Reform Act of 1986, corporations electing the section 936 ci-edit may repatriate 90 
percent of their profits tax-free, while most corporations may exclude 80 percent of dividends 
received from other corporations. 
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corporations were eligible for special treatment of intangible property 
income only when at least 80 percent of their gross income was derived 
from Virgin Islands sources and at least 65 percent from conducting 
active trade or business in the Virgin Islands. 

The Code allows U,S. corporations operating in each area to claim the 
foreign tax credit for taxes paid to the area governments. This credit is 
limited to the total amount of U.S. tax liability related to foreign 
sources. It may not be taken jointly with the section 936 tax credit. 

Although the areas' income tax systems were patterned after the federal 
tax system, each area allows the exemption of income from taxes or the 
rebate of part or all of the area income taxes, under certain circum- 
stances. These and other differences, particularly in the Puerto Rican 
and American Samoan systems, can cause taxes paid by area taxpayers 
to differ considerably from what they would pay under unmodified fed- 
eral income tax rules. 

The areas administer their own tax systems. The U.S. Treasury Depart- 
ment's and Internal Revenue Service's involvement with the areas' 
income tax systems is limited to providing, upon request, training and 
technical assistance. 

A more detailed overview of the areas' income tax systems is provided 
in appendix II. 



Our objective was to determine the effects on the United States and the 
four areas of extending to the areas selected welfare programs and U.S, 
personal and corporate income taxes. Through discussions with the 
requesters' offices, we agreed upon the six programs to be included in 
the review and assumed that the welfare programs would replace 
existing federally supported counterpart programs in the areas. With 
respect to the tax issue, we assumed that (1) such special income tax 
treatment now available in the areas as section 936 and foreign tax 
credits would be eliminated, (2) area corporations and residents would 
be subject to U.S, income taxes, and (3) resulting tax revenues would be 
paid to the U.S, Treasury, We also obtained area officials' perspectives 
about the cost, revenue, and other effects of extending programs and 
taxes. 

We did our work between February 1985 and August 1986. We gathered 
data from the headquarters and regional offices of the federal agencies 
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responsible for overseeing the areas, programs, and federal income 
taxe-^ —the Departments of Interior, Agriculture, Health and Human 
Services, and Treasury. Also, we consulted with Bureau of the Census 
officials in the L'jpartment of Commerce about the availability and fea- 
sibility of us^ng census data to develop program cost estimates. On-site 
work in the areas was done between July and December 1985. 

To develop program cost estimates, we used income and population data 
from the 1980 census — the latest available for the areas. We supple- 
mented these data to the extent possible with 1984 program and demo- 
graphic data obtained from the federal and area agencies responsible for 
the six programs or their program counterparts. Also, we identified 
existing program cost estimates and to the extent possible obtained sup- 
plementary information directly from the federal and area officials who 
had compiled them. Further, we reviewed federal laws and regulations, 
area plans, federal and area reports, and other relevant documents. 

Our program estimates reflect anticipated changes in program benefit 
and participant levels expected from federal program design require- 
ments and program design options that area policy-making officials, as 
they reported to us, likely would elect. To determine which program 
options areas might elect were the six programs fully extended, we 
interviewed high-level area policy-making government officials, includ- 
ing the governors of the Virgin Islands, Guam, and American Samoa^ ; 
leaders and members of the area legislatures; and cabinet and 
department-level program and other policy-making officials. 

Further, our estimates reflect interprogram linkages, where possible. 
For example, estimated Medicaid costs reflect estimated changes in ssi 
and AFDC participation rates because such participants would be eligible 
categorically for Medicaid. Similarly, our Food Stamp estimates reflect 
offsetting reductions in benefit amounts resulting from higher ssi and 
AFDC benefits. Food Stamp households receive the maximum amount of 
coupons allowed where they live, reduced by such countable income as 
AFDC and ssi benefits. Also, estimated Child Support Enforcement costs 
take into account estimated increased numbers of afdc participants 
because such recipients must assign support rights to states/areas as a 
condition of eligibility. Correspondingly, afdc cost estimates reflect off- 
setting adjustments for Child Support Enforcement collections from the 
absent parents of the increased numbers of AFDC-eligible families. 



We did not have the opportunity to meet with the governor of Puerto Rico. 
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Detuls on our program cost-estimating methodology are provided in 
appendix III. 

To develop tax revenue estimates, we reviewed relevant parts of the 
Code, other federal laws and regulations, and the areas' own laws, iden- 
tifying differences between the U.S. and insular area income tax sys- 
tems. We also interviewed and obtained documentation from area 
officials responsible for administering area income taxes to develop our 
understanding of their systems and identify a(^justments to area tax lia- 
bility needed to estimate U.S. tax liability and potential federal tax reve- 
nue. Our estimates were based on 1983 tax data^ —the latest full-year 
tax data available for the areas. 

We used the most reliable data available at the time of our work. Most of 
our tax estimates assume that areas' business activity and economic 
conditions in 1983 would remain the same and that the federal taxes 
would replace area income taxes, although some officials told us the 
areas might retain or impose some unspecified area income tax. We did 
not attempt to ac^just our estimates for this possibility, because area 
officials provided no details on the likely tax schemes, and we had no 
basis for an ac^justment. Should areas impose income taxes, federal reve- 
nue could be reduced to the extent that these taxes would be allowed to 
be deducted from federal income tax liability. Our federal revenue esti- 
mates reflect actual ar^a experience for tax year 1983, with reconciling 
ac^ustments to convert areas' systems to the U.S. tax system for esti- 
mating purposes. 

Because the tax changes doubtless would affect area business activity 
and hence economic conditions, we also estimated the possible effects of 
such changes on business activity in Puerto Rico — the largest of the 
four areas both economically and tax revenue-wise. We did this through 
(1) an analysis of several recent studies and (2) discussions with repre- 
sentatives of businesses operating in the areas. (See app. IV.) 

Our detailed methodology for estimating income tax revenues is shown 
in appendix V. Appendix VI contains a list of recent studies relating to 
the effects of modifying taxes in Puerto Rico, relevant gao reports, and 
other publications. 



^Tax data for 1983 includes persona! tax liability generally eovering calendar year 1983 and corpo- 
rate tax liability eovering tlie tax reporting periods beginning between July 1982 and June 1983. 
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In addition to high-level government officials and business representa- 
tives, we sought perspectives from private interest groups and academi- 
cians in the areas on the potential social and economic effects of 
extending the federal programs and income taxes. We obtained their 
views on such matters as whether the new federal programs would sup- 
plant or supplement existing federally supported and area programs, 
and to what extent the need for matching and support funds for the new 
programs might burden area governments. We sought perspectives on 
how the new programs might affect such matters as individuals' general 
well-being, standards of living, family relationships, dependency on wel- 
fare, and migration into and out of the areas. We also sought views on 
the economic impact of fully extending U,S, taxes, particularly the pos- 
sible effects on U,S, and other businesses operating in the areas. Finally, 
we explored with them some of the options available to compensate for 
operating revenue that would be lost if federal income taxes replaced 
area income taxes. These options included (1) imposing or continuing 
area income taxes similar to domestic state or local income taxes; (2) 
imposing or modifying sales, property, or other taxes; (3) adjusting 
expenditure plans, including reducing or eliminating current services; 
and (4) such others as issuing revenue bonds. 

Some data used to develop program cost and tax revenue estimates had 
limitations. Area program and demographic data were often not availa- 
ble at the federal level or were outdated, incomplete, or not comparable 
with data available on the states' programs. For example, the latest cen- 
sus data on the areas were 1979 data, and the nature and completeness 
of census information varied by area. Additionally, we identified no use- 
ful information on potential clients' assets — a key factor in determining 
eligibility for ssi, AFDC, and Food Stamps, Also, because the areas are not 
j;equired to submit reports on some of their programs to the federal 
agencies, program participant and cost data were sometimes absent or 
inconsistent with that available on the states' programs. Further, the 
lack of information on area or nationwide participation rates in some 
programs and the difficulty predicting which of the many variables 
associated with program options areas' might elect under fully extended 
programs made cost estimating very complex for some programs, partic- 
ularly Medicaid. 

Normally, the federal government does not collect tax information on 
area income taxes. As a result, area tax data at the federal level was 
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limited. At the area level, the nature and completeness of readily availa- 
ble tax information varied by area, but generally was limited. 

Because of data deficiencies, we made assumptions in estimating certain 
program costs and revenues. These assumptions generally were based 
on empirical U.S. data. For example, we estimated the numbers of SSI 
participants in Puerto Rico and the Virgin Islands by assuming that the 
SSI participation rate in those areas was the same as the rate for states' 
residents with comparable incomes. Additionally, we estimated area 
Medicaid per-participant costs by assuming that such costs would 
approximate West Virginia's Medicaid costs — the lowest average- 
Medicaid-payment state. We also used U.S. experience in making certain 
tax revenue projections. For example, we used U.S. data on numbers of 
taxpayers itemizing deductions and the amounts of these deductions in 
estimating itemized deductions in Puerto Rico. The U.S. data, classified 
by filing status and iucome range, was applied to Puerto Rican data on 
numbers of taxpayers by filing status and income range. It was neces- 
sary to use U.S. data because of numerous differences in deductions 
allowed by Puerto Rico and the United States. Thus, certain of our reve- 
nue and program cost estimates would be affected to the extent that 
such assumptions prove inaccurate. Our assumptions are discussed more 
fully in appendices III and V. 

Because of the lack of information on American Samoa, we assumed 
that all income-eligible residents of the area would participate in Food 
Stamps. This may result in a high estimate because some applicants may 
(1) not meet applicable resource requirements or (2) choose not to par- 
ticipate, although eligible. The Department of Agriculture estimates that 
about one-third of the income- and resource-eligible individuals in the 
states and other areas do not participate in the program. 

Finally, our estimates reflect conditions in the areas at the time of our 
work. Thus, they are subject to change, given changes in the areas' eco- 
nomic, tax, or social policies and shifts in the areas' economies. Federal 
legislation affecting program or federal income tax system design, par- 
ticularly the 1986 immigration and tax reform legislation, also would 
affect current and future year estimates. The Immigration Reform and 
Control Act of 1986 authorizes certain welfare benefits for aliens who 
were illegal and thus ineligible for certain program benefits prior to its 
enactment. The Tax Reform Act of 1986, although expected to be 
revenue-neutral over a 5-year period, is expected to increase corporate 
income tax revenue and decrease personal income tax revenue and thus 
redistribute tax burdens. Our estimates would be affected accordingly. 
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Neither law has been in effect for a long enough period to determine its 
effects in the states or areas. 
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Fully extending ssi, afdc, Medicaid, foster care, Child Support Enforce- 
ment, Jind Food Stamps to the four areas would have major cost effects. 
Had the programs been fully extended in 1984, we estimate that federal 
costs would have increased by $1,049 billion and areas' costs decreased 
by $90 million. The net result would have been about $960 million more 
in program funds available for the areas. These effects stem from the 
design requirements of fully extended federal programs as well as the 
various program options that could, and as reported to us, likely would 
be elected by the areas. In effect, program benefit levels and the likely 
numbers of program participants would have increased. 



Effects on Program 
Costs 



Federal and area cost changes would vary widely by program were the 
six programs fully extended, as table 2,1 shows. Both federal and area 
costs would increase for each program except ssi and Medicaid, we esti- 
mate. For these two, federal costs would increase while area costs would 
decrease. A program-by-program analysis of the estimated cost effects 
follows. 



Table 2.1: Costs of Welfare Programs in 
the Four Areas in 1984, and Estimated 
Costs If Programs Were Fully Extended 



Dollars in millions 






Costs^ 








Actual 




Estimated, if fully 
extended 


Program 


Federal 


Areas 


Federal 


Areas 


SSI/adult assistance 


$15.9 


$7.3 


$441.3 


$0 


AFDC 


57.2 


23.0 


143.0 


33.5 


Medicaid 


68.8 


186.8 


402.0 


84.8 


Foster care 


0.4 


0.1 


3.9 


1.5 


Child Support Enforcement 


3.0 


1.2 


3.9 


1.5 


Food Stamps/Nutrition 
Assistance Program 


862.5 


25.1 


1.063.6 


32.2 


Subtotal 


$1,007.8 


$243.6 


$2,057.6 


$153.5 


Total federal and area 


$1,251.3 




$2,211 





®Some columns do not add due to rounding. 

The cost changes result from several factors: the change in program par- 
ticipants (see table 2.2), shifts in costs because of higher federal reim- 
bursement rates, and elimination of federal funding ceilings. 
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Table 2.2: Participants in V/elfare 
Programs In the Four Areas In 1984, and 
Estimated Participants If Programs Were 
Fully Extended 



Participants In thousands 


Participants 






Estimated, if 
fully 
extended 




Program 


Actual 


Change 


SSI/adult assistance 


40.9 


161.7 


120.8 


AFDC 


189.6 


254.5 


64.9 


Medicaid 


1.640.9 


1.075.5 


-565.4 


Foster care (title IV-E only) 


0 


2.5 


2.5 


Child Support Enforcement 


110.9 


111.7 


.8 


Food Stamps/Nutrition Assistance Program 


1.525.4 


1.879.0 


353.6 



Note. The numbers of participants should not be totaled because a person may participate in more than 
one program. 



SSI Had SSI been fully extended to the areas in 1984, federal costs for serv- 

ing the aged, blind, or disabled would have increased by an estimated 
$425.4 million, or 27-fold. The areas would have incurred no costs under 
SSI and would have saved the estimated $7.3 million they spent in 1984. 
The total net increase in funds available to the areas to serve such cli- 
ents would have been about $418.1 million. 

The higher federal and lower area costs primarily result from replacing 
the federally and area-funded adult assistance programs in Puerto Rico, 
the Virgin Islands, and Guam with the fully federally funded SSi pro- 
gram. For example, higher federal costs would result from eliminating 
the federal funding ceiling that exists on the combined adult assistance, 
AFDC, and title IV-E foster care expenditures in each of these areas. 

Higher federal costs also result from ssi's higher benefit levels and the 
numbers of additional persons who would be eligible to participate in 
the program. Because ssi's maximum monthly benefits are much higher 
than the maximum benefits of the areas' adult assistance programs, per- 
sons with higher incomes would qualify for SSI. We estimate that in 
1984, 121,000 persons — in addition to the 41,000 served by adult assis- 
tance programs in Puerto Rico, the Virgin Islands, and Guam — would 
have participated in SSi. Our estimate includes about 980 persons who 
would have been assisted by ssi in American Samoa, which did not have 
an adult assistance program. 
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^£)Q Had AFDC been fully extended to the areas in 1984, federal costs of serv- 

ing dependent children and their caretakers would have increased an 
estimated $85.8 million, or about 150 percent, and area costs about 
$10.5 million. Combined 1984 costs would have increased by over $96.3 
million. 

Fully extending AFDC v^ould eliminate the federal funding ceilings on 
combined afdc, aduit assistance, and title IV-E foster care expenditures 
in Puerto Rico, the Virgin Islands, and Guam. Thus, the areas vi^ould 
have more funds to pay higher benefits, which in turn could increase 
program participation. Officials in each of these areas told us they 
would increase benefit payments were afdc fully extended. Thus, we 
estimate that in 1984, 65,000 persons would have participated in afdc in 
addition to the 190,000 served under modified afdc programs in Puerto 
Rico, the Virgin Islands, and Guam. Our estimate includes about 1,500 
persons in American Samoa, which has no afdc program. 

Increased federal costs also result from higher afdc federal reimburse- 
ment rates, based on per capita income, instead of the fixed 75-percent 
rate applicable in Puerto Rico, the Virgin Islands, and Guam. Puerto 
Rico, the Virgin Islands, Guam, and American Samoa would receive a 
maximum 83-percent rate. 

These cost estimates reflect offsets for collections from absent parents 
of afdc children through the Child Support Enforcement Program. Thus, 
total afdc costs for Puerto Rico, the Virgin Islands, and Guam, where the 
Child Support Enforcement Program is already fully extended, would 
have declined by over $631,000. Additionally, American Samoa's esti- 
mated AFDC cost increase would have been offset by an estimated 
$85,000 in child support collections. 



Medicaid Had Medicaid been fully extended to the areas in 1984, federal costs of 

providing medical assistance would have risen by an estimated $333.1 
million, or 484 percent. Areas' costs would decrease an estimated $102 
million, for a net increase of $231.1 million. Medicaid cost estimates are 
particularly difficult to make because (1) numerous options are availa- 
ble to the areas (and states as well) under the program, and (2) Medicaid 
eligibility is closely linked with ssi and afdc eligibility such that Medi- 
caid participation rates and costs could be affected by participation 
rates, payment levels, and the various design options chosen for the 
other programs. 
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The higher federal costs partly result from removing areas' federal 
funding ceilings and replacing the 50-percent federal reimbursement 
rate with a higher rate. Also, in estimating the federal cost increases, v^e 
assumed that the areas' Medicaid costs would approximate those of the 
lowest average-cost-per-recipient state. Moreover, these costs were con- 
siderably higher than the areas' 1984 costs for their restricted 
programs. 

The estimated numbers of participants in fully extended Medicaid pro- 
grams, however, would decrease. Although the numbers of "categori- 
cally needy" persons would increase under fully extended ssi and afdc, 
the numbers of **medically needy" persons would decrease due to Medi- 
caid's more restrictive eligibility criteria. Puerto Rico and the Virgin 
Islands are exempt from the income eligibility limits for the **medically 
needy" in their areas and serve persons with much higher incomes than 
could be done otherwise. Imposing Medicaid's limits would make fewer 
"medically needy" persons eligible. Also, the numbers of the Medicaid 
participants in American Samoa would be less than under its existing 
program, which "presumes" eligibility based on the American Samoan 
poverty level. Guam's requirements for "medically needy" were below 
the limits applied in the states, so the area's participants would increase 
if it opted to use a higher standard (limited at 133-1/3 percent of its 
AFDC payment standard). 

Taken together. Medicaid participants in the areas would decrease by an 
estimated 565,000, or about 34 percent, from the 1,641,000 participants 
served in 1984. Should the areas continue providing medical services to 
persons no longer eligible under fully extended Medicaid's stricter 
requirements, the areas would fund such costs without federal reim- 
bursement—which in effect would shift some current federal costs to 
the areas. 



Foster Care Had foster care been fully extended to the areas in 1984, federal costs 

would have increased an estimated $3.5 million. Area costs would 
increase an estimated $1.4 million, and total costs would increase $4.9 
million. Cost increases would result partly from eliminating the funding 
ceiling on title IV-E foster care in Puerto Rico, the Virgin Islands, and 
Guam. None of the areas participated in the title IV-E foster care pro- 
gram in 1984. But the Virgin Islands Foster Care Program director and 
Guam's Social Services Administration supervisor in its Public Health 
and Social Services Department told us that increased title IV-E funding 
would have a positive effect on their programs. Some of the cost 
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increase vi^ould have resulted from providing title IV-B child vi^elfare ser- 
vices funds to American Samoa for the first time. 




Some of the children served in 1984 vi^ith area funds v^ould have been 
served vi^ith federal funds under fully extended foster care. Moreover, 
some area officials told us they likely vi^ould elect to increase mainte- 
nance payments under fully extended foster care. 


Child Support 
Enforcement 


Federal Child Support Enforcement program costs vi^ould have increased 
an estimated $845,000, and area costs $341,000, for a total increase of 
$1.2 million. Child Support Enforcement w^s fully extended in 1984 to 
Puerto Rico, the Virgin Islands, and Guam, so program costs there would 
increase as a result of increased afdc participants, many of whom must 
participate in the program. Extending the program to American Samoa 
for the first time would increase total costs about $96,000, which is 
reflected in the above estimates. 


Food Stamps 


Had Food Stamps been fully extended to the areas in 1984, federal costs 
would have increased an estimated $201.1 million, or about 23 percent. 
Area costs would have increased $7.1 million and total costs increased 
$208.2 million. The ost increases would result mostly from reestablish- 
ing the Food Stamp Program in Puerto Rico, which would provide higher 
benefits to more people than unoer its current Nutrition Assistance Pro- 
gram block grant. Cost increases also would result from extending the 
program to American Samoa for the first time. 

These cost estimates reflect offsets for increased SSi and afdc benefits. 
Food Stamp costs in the Virgin Islands and Guam, where the program 
already is fully extended, would have declined by an estimated $1.7 and 
$3 million, respectively. Puerto Rico's and American Samoa's estimated 
Food Stamp cost increases would be offset an estimated $68.3 million 
and $835,000, respectively. 


Summary of Area 
Views on Extending 
Programs 


Views of area officials on the desirability and effects ot extending the 
programs varied by area and by program. 

Americaji Samoan officials generally opposed extending most of the pro- 
grams, except for SSI and their current version of Medicaid, because they 
believed doing so would disrupt their "extended-family^-based culture. 
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Nearly all officials favored extending ssi, and most officials in areas 
with AFDC favored eliminating the funding ceiling — which would result 
from fully extending afdc. Further, most officials favored extending 
Medicaid, although Virgin Islands officials wished to continue the cur- 
rent waiver of Medicaid's "freedom of choice" requirement, and Ameri- 
can Samoa officials wished to retain their specially tailored Medicaid 
program. 

Views on foster care were the most disparate. Puerto Rican officials told 
us they would not participate in title IV-E foster care; Virgin Islands and 
Guam officials said they would fully participate in titles IV-B and IV-E; 
and most American Samoan officials objected to all federal foster care. 

Most Puerto Rico officials favored eliminating the federal funding ceil- 
ing on their Nutrition Assistance Program, which would result from 
reinstating the Food Stamp Program lhat was replaced in 1983. But they 
generally vdshed to retain the present program's administrative flexibil- 
ity, including the authority to provide benefits in cash instead of cou- 
pons. Food Stamps already is extended to the Virgin Islands and Guam. 
Again, most American Samoan^ opposed extension. 

In summary, the key positive effects of extending the programs to the 
insular areas were seen as 

• service for needy persons not covered by existing programs; 

• higher benefits, enabling more recipients to meet basic living needs; 

• improvements in service quantity and quality, particularly Medicaid and 
foster care; and 

• more equitable treatment for the areas under the programs. 

Key negative effects of extending the programs were seen as 

• increased welfare dependency among the areas' poor families; 

• increased disincentives to work due to the higher payment levels; 

• increased migration from nearby islands of the poor seeking assistance; 
and 

• possible cultural disruptions, particularly for American Samoa. 
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Area-by-Area Analysis 
of Effects of 
Extending Six Welfare 
Programs 



Fully extending the programs would affect each area*s costs and the 
federal costs for each area differently, as table 2.3 shows. 



Table 2.3: Costs in the Four Areas in 
1984 for Welfare Programs, and 
Estimated Costs If Programs Were Fully 
Extended 



Dollars in millions 






Costs' 








Actual 




Estimated, if fully 
extended 


Area 


Federal 


Area 


Federal 


Area 


Puerto Rico 


$951.0 


$231.5 


$1,952.2 


$143.1 


Virgin Islands 


30.7 


4.6 


39.5 


4.3 


Guam 


24.9 


5.7 


41.5 


4.8 


American Samoa 


1.2 


1.8 


24.2 


1.4 


Subtotal 


$1,007.8 


$243.6 


$2,057.6 


$153.5 


Total federal and area 


$1,251.3 




$2,211.0 





®Some columns do not add due to rounding. 



Puerto Rico The greatest estimated cost change would occur in Puerto Rico-the larg- 

est of the four areas — as table 2.3 shows. Federal costs for Puerto Rico 
would more than double, increasing an estimated $1 billion. Area costs 
would have decreased $88.3 million, or about 38 percent. Total costs 
would have increased $912.9 million. Actual and fully extended costs 
for the six programs in Puerto Rico are shown in table 2.4. 



Table 2.4: Costs of Welfare Programs in 
Puerto Rico in 1984, and Estimated 
Costs If Programs Were Fully Extended 



Dollars in thousands 


Program 


Costs 

Estimated, if 
fully 

Actual extended 


Adult assistance (SSI estimated) 


$21,551 


$425,861 


AFDC 


71.488 


153,106 


Medicaid 


243.963 


471.199 


Foster care 


424 


4.794 


Child Support Enforcement 


3.462 


4,144 


Nutrition Assistance Program (Food Stamps estimated) 


841.612 


1.036,261 


Totals 


$1,182,500 


$2,095,369' 



^Does not add due to rounding. 
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Puerto Rico's largest program cost change, were the programs fully 
extended there, would result from ^ replacing the area's adult assis- 
tance program (see table 2.4). In 1984, $21.6 million was spent on Puerto 
Rico's adult assistance program, of which $14.9 million was federally 
funded. In 1984, federal expenditures for ssi would have been an esti- 
mated $425.9 million. Also, the numboi- of ssi participants would have 
been an estimated 117,000 more than the number of 1984 adult assis- 
tance program participants, as table 2.5 shows. 



Table 2.5: Participants in Welfare 
Programs in Puerto Rico in 1984, and 
Estimated Participants If Programs Were 
Fully Extended 



Participants in thousands 



Participants 


Program 


Actual 


Estimated, if 
fully 
extended 


Change 


Adult assistance (SSI estimated) 


39.5 


157.0 


117.5 


AFDC 


178.9 


235.9 


57.0 


Medicaid 


1.607.0 


1.045.0 


-562.0 


Foster care (title IV-E only) 


0 


2.4 


2.4 


Child Support Enforcement 


103.6 


103.6 


0 


Nutrition Assistance Program (Food Stamps 
estimated) 


1.5387 


1.800.0 


26^3 



Note* The numbers of participants should not be totaled because a person may participate in moic than 
one program. 



The number of needy aged, blind, or disabled participants is estimated 
to increase because ssi benefit levels were much higher and eligibility 
requirements less restrictive than Puerto Rico's adult assistance pro- 
gram. In 1984, SSI's maximum monthly benefits were $314 for an indi- 
vidual and $472 for a couple, while Puerto Rico's maximum adult 
assistance benefits were $32 for one person and $64 for two, which was 
half its need standard.^ As a result, Puerto Rican individuals and couples 
with respective annual incomes up to $3,768 and $5,664 could qualify 
for SSI. Under adult assistance, they were ineligible with respective 
annual incomes of $768 and $1,532.2 



* Under the adult assistance program, the areas establish need standards (the amount of funds deter- 
mined necessary for individuals to meet daily living needs) and payment standards (the maximum 
amount an area will pay under its program, up to 100 percent of the need standard). Puerto Rico may 
also pay part of the adult assistance participants' rent as a special need, but few receive such assis- 
tance, according to Puerto Rico program officials. 

^When allowable income disregards were included, maximum aimual incomes under both SSI and 
Puerto Rico's adult assistance program were higher. 
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Federal afdc costs in Puerto Rico would increase by an estimated $72.3 
million, Puerto Rico's costs by $9.3 million, and total costs by $8L6 
million. 

Most of these increases would result from paying higher benefits and 
serving more persons qualifying under more liberal eligibility rules. 
Puerto Rican policy-makers told us that if afdc were fully extended, 
they would double their payment standard and pay 100 percent instead 
of 50 percent of their need standard. In that event, payments for a 
mother with one child with no countable income would increase from 
$32 to $64. This and other program changes could cause the number of 
AFDC recipients to increase from the 1984 level of 179,000 to an esti- 
mated 236,000. Thus, new and actual 1984 participants would have 
received higher benefits under the fully extended program. 

Some of the federal afdc cost increase results from the higher federal 
reimbursement rate available under a fully extended program. Instead 
of the current 75-percent rate, Puerto Rico would qualify for 83-percent 
federal reimbursement of its total afdc benefit payments. Eliminating 
the existing $72 million federal funding ceiling on the area's combined 
AFDC, adult assistance, and title IV-E foster care expenditures makes the 
higher federal costs possible. 

AFDC "families with absent parents must assign support rights to the 
areas. Collections from absent parents are used to offset afdc costs. We 
estimate a $144.2 million offset to Puerto Rico's afdc program costs 
through increased collections under the area's Child Support Enforce- 
ment Program. 

Fully extending Medicaid to Puerto Rico would have increased federal 
costs by an estimated $326.2 million. Puerto Rico costs would have 
decreased by $98.9 million and total net costs increased by $227.2 
million. 

Medicaid's more restrictive * 'medically needy" eligibility requirements 
likely would have caused a substantial decrease from actual 1984 pro- 
gram participation, possibly necessitating Puerto Rico's funding its own 
medical costs for the displaced participants. For example, the **medi- 
cally needy" income limit for an individual under Medicaid would have 
been $85.31 per month were Puerto Rico to increase its afdc payment 
standards as envisioned at the time of our review. This limit would have 
been significantly below Puerto Rico's "medically needy" income limit- 
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$313 per month for an individual. Consequently, many of the approxi- 
mately 791,000 persons in Puerto Rico eligible for Medicaid benefits as 
"medically needy" would not have been eligible under the fully 
extended Medicaid program. 

On the other hand, more persons would be made eligible for Medicaid by 
virtue of their eligibility for the fully extended ssi and afdc program— 
the "categorically needy". (Even more would qualify as "categorically 
needy" and "medically needy" if Puerto Rico were to establish a higher 
AFDC payment standard.) The increase in "categorically needy" partici- 
pants, however, would not offset the numbers of Puerto Rico's "medi- 
cally needy" participants who would not be eligible under the fully 
extended program. Medicaid participants would decrease an estimated 
562,000, from about 1.6 to about 1 million. 

Other factors affecting Puerto Rico's Medicaid participation rates and 
costs would be (1) eliminating the $63.4 million federal funding ceiling, 

(2) increasing the federal reimbursement rate from 50 to 83 percent, and 

(3) imposing the Medicaid "freedom of choice" requirement which, 
unless waived, allows Medicaid beneficiaries to choose their medical ser- 
vice providers. Currently, Puerto Rico Medicaid participants generally 
must obtain services from public health service providers. Also, Medi- 
caid costs would be affected by which program options— from among 
Medicaid's numerous options— Puerto Rico (and the other aieas as well) 
elected. 

Puerto Rico received $318,000 in title IV-B foster care funds in 1984, 
and, according to program officials, spent none of its title XX funds on 
foster care and did not participate in title IV-E foster care. Had Puerto 
Rico participated in title IV-E foster care in 1984, we estimate thac fed- 
eral costs would have increased $3.1 million and area costs by $1.2 
million. 

The ChilQ Support Enforcement Program already is as fully extended to 
Puerto Rico as it is to the states. However, an increase in clientele would 
result from increases in the numbers of afdc participants. Thus, we esti- 
mate that federal costs for the Child Support Enforcement Program 
would increase by about $493,000 and Puerto Rico's cost by $189,000, 
for a total cost increase of $682,000. 

Reestablishing Food Stamps in Puerto Rico in 1984 would have 
increased federal costs by an estimated $188 million. Puerto Rico's 
administrative costs would increase $6.6 million. The federal cost 



Page 34 



36 



GAO/HRI>87-€0 Welfare and Taxes 



Chapter 2 

Extending Federal Welfare Programs: Costs 
and Area Views About Effects 



increase would be considerably more than the area increase because all 
Food Stamp benefit costs would have been paid by the federal 
government. 

Fully extending Food Stamps would eliminate the federal funding ceiling 
that exists on Puerto Rico's Nutrition Assistance Program, allowing 
higher benefits for more recipients. After the Nutrition Assistance Pro- 
gram v/as established in July 1982, Puerto Rico reduced benefit levels 
and decreased the numbers of program recipients from the June 1982 
Food Stamp Program levd of about 1.8 million to 1.5 million. Puerto 
Rico's Nutrition Assistance Program assistant director told us that, if 
the Food Stamp Program were reinstated, the number of participants 
likely would rise to approximately the June 1982 level. 

As noted, cash assistance in Puerto Rico would increase significantly if 
SSI and afdc were fully extended. Many recipients of Food Stamp bene- 
fits also would receive income from ssi or afdc. Such income would be 
counted in determining Food Stamp benefits, thus serving to offset the 
amounts of Food Stamp benefits. We estimated a $68.3 million offset for 
the incxease in ssi and afdc assistance. 

The administrative costs associated with providing coupons under the 
Food Stamp Program likely would be higher chan those for Puerto Rico's 
Nutrition Assistance Program, which provides cash benefits. A June 
1985 study of the effects of replacing Puerto Rico's Food Stamp coupon 
program with the Nutrition Assistance Program indicated that federal 
and area administrative costs would be reduced nearly $10 million if 
benefits were paid in cash. The report cited savings from eliminating (1) 
coupon production and distribution, (2) the need to monitor retail store 
authorizations and compliance, and (3) coupon redemptions by the Fed- 
eral Reserve Gank. 



Most Puerto Rican policymakers with whom we spoke generally favored 
extending all programs except title IV-E foster care, with Medicaid 
receiving the most support. 

Such officials as the governor, legislative members, political party (Com- 
monwealth and Statehood) leaders, and the Department of Social Ser- 
vices secretary favored ssi. In his comments on our draft report, the 
governor stated that such assistance should be governed by a concern 
for providing the minimum standard of living and assistance that any 
U.S. citizen should have. Puerto Rico's Senate minority speaker told us 
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that the area's adult assistance program did not adequately provide for 
the special needs of aged, blind, and disabled persons. The former 
Puerto Rican governor told us that not having ssi in Puerto Rico drove 
up the costs of the area's Nutrition Assistance Program because fewer 
area residents would need or qualify for this program if more cash were 
provided under SSL The San Juan mayor, who at the time of our review 
was the Statehood Party leader in Puerto Rico, told us that lack of ssi 
caused poor Puerto Ricans to migrate to the United States seeking assis- 
tance not available on the island. Additional funds made available 
through SSI and the other welfare programs, he said, would help boost 
Puerto Rico's economy and possibly create jobs. The Social Services 
Department's public assistance secretary responsible for the area's afdc 
program told us that extending ssi also would allow area funds to be 
used for providing more services and possibly increasing afdc benefits. 
The general sense among Puerto Rico officials with whom we spoke was 
that extending ssi would help improve recipients' standards of living 
and otherwise benefit the economy. 

Extending afdc also was favored. The assistant to the chairwoman of 
the Senate Social and Cultural Development (Committee told us that the 
quantity and quality of afdc services would be improved. According to 
the San Juan mayor, eliminating the present federal funding ceiling 
would increase afdc funding and program participation and thus benefit 
the economy. Similarly, the Social Services Department secretary told us 
the federal funding ceiling forced Puerto Rico to pay inadequately low 
afdc benefits. Benefit levels would increase were the funding ceiling 
eliminated, the Department's pubic assistance assistant secretary told 
us, and consideration could be given to expanding program coverage to 
include (1) certain pregnant women during the final 4 months of preg- 
nancy and (2) 18-year-old students. Also, she said, additional funds 
would be used to provide needed training for afdc caseworkers/ eligibil- 
ity workers. 

Medicaid was the most favored program, especially among legislators. 
According to the Senate president, additional Medicaid funds would 
cause a general expansion and improvement of present medical services, 
including more medicines, hospital beds, and needed equipment. The 
Health and Welfare (Committee's chairwoman told us that full Medicaid 
was needed to help meet needs caused in part by high unemployment 
and shortages of medical facilities and personnel. The House minority 
(Statehood Party) speaker told us limited Medicaid funding contributed 
to a lack of physicians and medical support staff, and prevented Puerto 
Rico from assisting patients who need services not now available on the 
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island. According to the Senate minority speaker (Statehood Party), full 
Medicaid was needed to enable the provision of services for all eligible 
persons. 

The Heabh Department's assistant secretary for administration told us 
that full Medicaid would allow Puerto Rico to provide better outpatient 
services, emphasize preventive medicine, and expand currently availa- 
ble services to include psychiatric care and certain laboratory services. 
Also, additional funding would help provide increased services to Puerto 
Rico's rural areas, he said. The Department's Federal Affairs Office 
director said that fully extended Medicaid would allow provision of bet- 
ter quality medical services. The existing federal funding ceiling, he 
said, forced the area to spend funds providing services that under full 
Medicaid could be used to provide other needed services. 

Views on foster care were diverse. More funding was needed for child 
abuse cases and group homes, several k^^y policymakers told us. The 
Senate Social and Cultural Developmer^t Committee's assistant to the 
chairwoman said that Puerto Rico's Fester Care Program needed to pro- 
vide rehabilitating services for parent^ who abuse children. She and the 
Social Services Department's assistant secretary for family services told 
us that additional funds could be used to provide special counseling for 
parental child abusers. The assistant secretary also said additional fund- 
ing was needed to provide more group homes for foster children because 
of a shortage of family foster homes. Puerto Rico would welcome 
increases in titles IV-B and XX foster care funds that were less federally 
restrictive than title IV-E funds, she said, but title IV-B or XX funds 
might not be used fur foster care because child abuse and child neglect 
currently were higher priority areas. 

Both the assistant secretary and the legal counsel of the Social Services 
Department told us that Puerto Rico had not and likely would not partic- 
ipate in title IV-E foster care. Federal law requires title IV-E foster care 
cases to be reviewed routinely by a court or court-appointed board, they 
pointed out. The legal counsel also said that involving the court in vol- 
untary foster care cases couid cause a form of "cultural shock." More- 
over, according to a 1985 Department of Social Services study, the 
Puerto Rico court took the position that it is not empowered to review 
matters involving the voluntary separation of children from their fami- 
lies that often occurred in title IV-E foster care cases. Historically, the 
court heard only disputed foster care cases such as when children 
legally were removed from a home, the legal counsel said, and voluntary 
cases exclusively were administered by the Social Services Department. 
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Further, these program officials told us that the administrative require- 
ments for title IV-E were too costly, possibly exceeding program 
benefits. 

As .Tioted earlier, the Child Support Enforcement Program already is 
fully extended to Puerto Rico. Its director told us that caseload increases 
from fully extending afdc would increase the need for Child Support 
Enforcement services. 

Most legislators and programs officials favored removal of the funding 
ceiling on the :^ Nutrition Assistance Program — which would result from 
extending Food Stamps — although some wished to retain certain fea- 
tures of the current program. If the existing federal funding ceiling were 
lifted, the assistant secretary's special assistant and the Nutrition Assis* 
tance Program director told us, the number of families receiving benefits 
also would increase. The fully extended program would improve living 
standards on the island, the former governor said, and afford more equi- 
table treatment under the program for island residents. He also told us 
the Nutrition Assistance Program costs were high because adult assis- 
tance and AFDC benefit levels were very low. According to the San Juan 
mayor, the federal funding ceiling on Puerto Rico's program caused poor 
persons not able to receive aid to flee to the states, and more persons 
could be covered under fully extended Food Stamps. 

The House majority speaker aiid the Senate president favored Puerto 
Rico's receiving Food Stamp benefits as a block grant thai; also could be 
used for economic development, they told us. Additional Food Stamp 
funds could be used to provide wage supplements for workers on public 
projects and private sector jobs, according to the Senate president. The 
House speaker cited the area's neer* to stimulate agricultural production 
to reduce its need to import food. San Juan's mayor also told us that 
cash rather than coupons would be preferable, because coupons were 
more susceptible to fraud and abuse and had higher associated adminis- 
trative costs than cash payments. The Nutrition Assistance Program 
director favored Puerto Rico's program because administu. ion was sim- 
pler than under the Food Stamp Program, he told us, but lifting the 
funding ceiling would allov/ more persons to be served. 

Not all officials favored Food Stamps. The House floor leader told us 
that increased funding would provide a disincentive to work. And the 
Nutrition Assistance Program, as well as the Food Stamp Program, leads 
to long-term welfare dependency, according to a Food Stamp Program 
consultant on the island. 
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The area should be treated as a state, some Puerto Rican officials such 
as the former governor told us. Inequitable treatment generally resulted 
in migration of Puerto Ricans to the states to obtain higher benefits, 
according to the former governor. 

Views on fully extending the programs were often divided along politi- 
cal lines. Many who generally favored fully extending the programs also 
advocated statehood for Puerto Kico. In addition, most of those support- 
ing contaued commonwealth status favored progi-am extension, 
although some leaders preferred that additional fimding be in the form 
of a block grant. Those advocating independence favored program 
extension, because the needs of the poor were great, but were uncom- 
fortable with the increased dependence on the U.S. government that 
would accompany large programs. Our March 2, 1981, report, Puerto 
Rico's Political Future: A Divisive Issue With Many Dimensions , pro- 
vides more information about political status deliberations in that area. 



Virgin Islands 



Had the programs been fully extended to the Virgin Islands in 1984, fed- 
eral costs would have increased by an estimated $8.8 million and area 
costs decreased by about $350,000. Total net costs would have increased 
$8.5 million. Actual and estimated fully extended costs for each of the 
six programs in the Virgin Islands for 1984 are shown in table 2.6. 



Table 2.6: Costs of Welfare Programs in 
the Virgin Islands in 1984, and Estimated 
Costs If Programs Were Fully Extended 



Dollars in thousands 






Costs 






Estimated, if fully 


Program 


Actual 


extended 


Adult assistance (SSI estimated) 


$534 


$3,742 


AFDC 


3.516 


8,526 


Medicaid 


4,541 


5,924 


Foster care 


85 


418 


Child Support Enforcement 


424 


637 


Food Stamps 


26.215 


24,550 


Tota! 


$35,317' 


$43,797 



®Does not total due to rounding. 

Under SSi, federal costs of serving the Virgin Islands' needy aged, blind, 
or disabled would increase an estimated $3.4 million, and Virgin Islands' 
costs would decrease an estimated $150,000. In effect, costs would shift 
totally to the federal govemirient and more people would be served 
under ssi's higher payment levels and more liberal eligibility criteria. 
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Under the area's counterpart program, 1984 maximum payment levels 
were $82 per month for one person and $164 per month for two,^ while 
SSi's maximum payments for an individual and couple respectively were 
$314 and $472 per month. The number of needy persons who would 
have been served under ssi's higher payment levels would have been an 
estimated 900 more than were served there in 1984, as shown in table 
2.7. 



Table in Welfare l^^^^^^^^^^^^^^^^^^^^^^^^^^^^^^^^^^^^^^^m 

Programs in the Virgin Islands in 1984, Participants in thousands 

and Estimated Participants If Programs = — — 

Were Fully Extended Participants 

Estimated, if 
fully 

Program Actual extended Change 



SSI/adult assistance .4 1.3 .9 

AFDC 3^9 77 3^ 

Medicaid 14.5 13.4 

Foster care (title IV-E only) 0 ^ « 

Child Support Enforcement 4.6 4.6 0 

Food Stamps 35.7 357 q 

\ess than 1,000. 



Note* The numbers of participants should not be totaled because a person may participate in more than 
one program. 



Fully extending afdc would cause the largest program cost increase. 
Federal costs would increase an estimated $4.3 million while the Virgin 
Islands* costs would increase $726,000. Such increases would result 
from eliminating the $2.4 million federal funding ceiling on the area's 
combined afdc, adult assistance, and title IV-E expenditures. Lifting the 
funding ceiling would allow the area's need standard to be raised, and 
more people would be served by higher benefit levels and more liberal 
eligibility criteria. Program officials said that, although they likely 
would continue paying only 82 percent of the needs standard, the stand- 
ard would be doubled. They told us they would increase their needs 
standard of $ 154 per month for a family with one dependent child and a 
caretaker to $308. Thus, in 1984 an estimated 3,800 more persons would 
have participated in afdc in the Virgin Islands, increasing the 1984 
recipient count from 3,900 to 7,700. 



^The Virgin Islands also covers such special-need items as nursing care. 
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The Virgin Islands afdc program director did not believe the number of 
AFDC participants v^ould increase appreciably under the higher eligibil- 
ity/benefit levels and different eligibility criteria, she told us. Participa- 
tion did not increase measurably in 1978, v^rhen the Virgin Islands last 
increased afdc payment levels, she noted. But the availability of Virgin 
Islands' funds vi^ould, she said, govern the extent to v^rhich the afdc pro- 
gram could be liberalized, and afdc v/ould be subject to funding restric- 
tions the Virgin Islands' government might seek to impose. She told us 
the current afdc benefits were established within such considerations. 

We estimate that increased Child Support Enforcement collections from 
absent parents of increased AFDC-eligible families would be $155,000, 
which amount was deducted from estimated costs of fully extended 

AFDC. 

Fully extending Medicaid would increase federal costs an estimated $2.5 
million and decrease the area's costs an estimated $1.1 million. Cost 
changes would result from (1) decreased numbers of **medically ne(3dy" 
recipients under Medicaid, (2) more "categorically needy" recipient as 
a result of fully extending SSi and afdc, (3) increased federal financial 
participation in Medicaid, and (4) elimination of the $2.1 million federal 
funding ceiling on the Virgin Islands' 1984 Medicaid Program. 

A major reason Virgin Islands' costs would decrease and federal cost 
increases would be relatively small is the estimated drop in eligible 
Medicaid participants. "Categorically needy" participants resulting from 
higher (fully extended) ssi and afdc eligibility standards would number 
an estimated 6,700 more than the 4,800 served in 1984 in the Virgin 
Islands. But "medically needy" participants would decrease an esti- 
mated 7,800 from the 9,600 served in 1984. While the net estimated 
drop of 1,100 in total participants would reduce costs, federal costs 
would increase due to potentially higher costs for covered medical ser- 
vices and higher federal financial participation in fully extended Medi- 
caid. Also, the Virgin Islands would have qualified for the maximum 83- 
percent federal Medicaid sharing rate, replacing their current 50-percent 
rate. 

In 1984, the Virgin Islands used only title IV-B and area funds for foster 
care, did not participate in title IV-E foster care, and used none of its 
available title XX funds for foster care. The area did not participate in 
title IV-E, the program director told us, because total federal funds for 
that program, afdc, and adult assistance were capped at $2.4 million. 
But the area likely would participate in the program, she said, were the 
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federal funding ceiling eliminated. Had the Virgin Islands participated in 
title IV-E foster care in 1984, federal costs would have increased an esti- 
mated $239,000 and Virgin Islands' costs an estimated $94,000. 

The Child Support Enforcement program already is fully extended to 
the Virgin Islands as it is to the states. Hovi^ever, an increase in clientele 
resulting from increased afdc participants vi^ould raise federal program 
costs by an estimated $148,000 and area costs by $64,000— or a total of 
$212,000. 

Food Stamps also is fully extended to the Virgin Islands, so that no 
changes in the program's benefit levels or eligibility criteria would have 
taken pla je. In 1984, however, federal Food Stamp costs would have 
been offset by an estimated $1.7 million due to increases in the counta- 
ble incomes of beneficiaries also participating in fully extended afdc and 
SSI. 



Virgin Islands' Officials' Virgin islands' officials with whom we spoke generally favored 
Views on Extending extending the programs. Program officials, including the area's income 

Programs maintenance director, told us that the higher ssi and afdc benefits would 

enable recipients to better meet their needs and that current benefits 
levels were inadequate to satisfy daily living requirements. The current 
adult assistance and afdc need standard for one person, the official said, 
was less than the average rent cost in the Virgin Islands' low-cost areas. 
A consumer interest group representative told us that some adult assis- 
tance and AFDC participants lived in substandard housing because they 
could not afford higher rent payments with the low benefits they 
received. Also, extending ssi would enable disabled children under 18, 
who were not eligible under the area's adult assistance program, to 
receive assistance, program officials told us. 

According to the chairman of the Virgin Islands Senate Health and 
Human Resources Committee, additional foster care funds made availa- 
ble by eliminating the existing federal funding ceiling would help more 
children in need of such assistance. The additional funds could be used 
to recruit more foster care parents, the director of the Social Service 
Department told us. Some area children had to live in institutions at 
high cost to the area government, the director said, because there were 
not enough foster care homes to meet area needs. The executive director 
of foster care told us that, because available foster care funds were so 
limited, many foster homes were not much better than the undesirable 
homes the children loft. 
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The chairperson of the St. Croix Foster Care Review Team, vi^hich over- 
sees foster care cases the Social Welfare Department administers, told us 
that limited funding and related staffing shortages v^ere major barriers 
to their providing adequate foster care. In a May 12, 1986, letter to GAG, 
she pointed out that, although foster care in the Virgin Islands w^s 
intended to be a temporary service, according to 1985 case reviev^^s the 
average length of care provided v^^as over 7 years. Available staff for 
administering foster care v^^as insufficient, she told us, to adequately 
screen and support foster families, prepare social summaries for the 
courts to clarify custody matters, counsel v^^i\;h children, v^^ork with nat- 
ural families so children could return home, seek adoptive families for 
waiting children, or handle much more than emergencies. 

Additional Medicaid funds made available by eliminating the funding 
ceiling would improve residents' well-being by allowing the area to pro- 
vide better medical services, according to the Insurance and Medical 
Assistance Bureau director. She told us that providing certain special- 
ized services under fully extended Medicaid would reduce area 
residents' need to migrate to the U.S. to obtain proper care. Also, certain 
medical services not provided would be provided under Medicaid, she 
told us. 

General area views about extending welfare programs were reflected in 
a 1975 Virgin Islands Social Welfare Department report entitled. Federal 
Financial Discrimination in the Public Assistance Programs of the U.S. 
Virgin Islands . The report stated: 

"The basic fact is that compared with welfare programs in the U.S., the Virgin 
Islands does not receive an equitable share of Federal support. The results are a 
discredit to all involved. Virgin Islands residents are deprived of the level of benefit 
services that they have a right to expect as U.S. citizens." 

Some officials including the Social Services Department's executive 
direccor and public interest group representatives told us that fully 
extending afdc and Food Stamp benefits might increase welfare depen- 
dency in the area by creating disincentives to work. Increased welfare 
would stifle the ambitions of the area's youth, a prominent Virgin 
Islands businesswoman, active in national politics, said, and the area 
would be better served through assistance aimed at developing the econ- 
omy. In addition, it was unreasonable to expect the area with its limited 
federal funds to meet the same program administrative requirements for 
compliance with federal regulations as states, the income maintenance 
director told us. 
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The Social Welfare Department executive director expressed concerns 
that higher v^elfare benefits could cause increased migration from other 
islands, such as St. Kitts. He told us he received frequent inquiries from 
foreign neighbors concerning their possible eligibility for current Virgin 
Islands' benefit programs and speculated that such interests vi^ould be 
even greater if benefits were expanded. 



Guam Had the programs been fully extended to Guam in 1984, federal pro- 

gram costs vi^ould have increased an estimated $16.6 million, while 
Guam's costs would have decreased an estimated $922,000. Total net 
costs would have increased about $15.7 million. Actual and fully 
extended costs for the six programs in Guam are shown in table 2.8. 



Table 2.8: Costs of Welfare Programs In 
Guam in 1984, and Estimated Costs If 
Programs Were Fully Extended 



Dollars in thousands 


Program 


Actual 


C03t9; 
Estimated, if fully 
extended 


Adult assistance (SSI estimated) 


$1,110 


$8,377 


AFDC 


5.211 


13.131 


Medicaid 


4,187 


7,521 


Foster care 


0 


82 


Child-Support Enforcement 


313 


411 


Food Stamps 


19.736 


16.728 


Total 


$30,558» 


$46,249'' 



^Does not total due to rounding. 



Under federal costs would increase an estimated $7.8 million, while 
Guam's costs for its eliminated adult assistance program would decrease 
$496,000. Most of the ssi cost increase results from higher benefits and 
more participants. An estimated 1,500 more persons than were served in 
Guam in 1984 would have been served under ssi, as table 2.9 shows. 
Guam's maximum monthly adult assistance benefit levels of $60 for one 
person and $120 for two^ would have been be replaced with ssi's levels 
of $314 for one person and $472 for couples. 



In addition to cash assistance for basic needs, Guam provided up to $75 per month for special needs. 
According to a 1984 study of the potential cost of increasing Guam's need standard, however, most 
people did not receive assistance for special needs. 
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Table 2.9: Participants in Welfare 
Programs in Guam in 1984, and 
Estimated Participants If Programs Were 
Fully Extended 



Participants in thousands 






Participants 




Program 


Actual 


Estimated, if fully 
extended 


Change 


SSI/adult assistance 


1.0 


2.5 


1.5 


AFDC 


6.8 


9.4 


2.6 


Medicaid 


8.2 


14,0 


5.9« 


Foster care (title IV-E only) 


0 


b 


b 


Child Support Enforcement 


2.7 


2.7 


0 


Food Stamps 


22.2 


22.2 


0 



^Some figures do not add due to rounding, 
^Less than 1,000, 

Note, The numbers of participants should not be totaled because a person may participate in more than 
one program. 

Federal afdc costs also would increase significantly — from $2.9 to $10.7 
million, or about $7.8 million. Guam's afdc costs would rise an estimated 
$158,000, for a total increase of $7.9 million. The high federal costs 
would result partly from (1) increasing federal benefit reimbursement 
rates from Guam's existing 75-percent rate to 83 percent and (2) greater 
program participants due to fully extended afdc's higher benefit levels 
and more liberal eligibility criteria. Guam officials told us they would 
continue to pay 100 percent of the need standard but likely would 
increase the standard from $120 per month for a family with a care- 
taker and one dependent child to $258. Thus, we estimated that afdc 
participants would have been about 2,600 more than the 6,800 served 
there in 1984, or 9,400 persons. 



We estimate that increased Child Support Enforcement collections from 
the absent parents of increased AFDC-eligible families would be $113,000, 
which was deducted from fully extended afdc's estimated costs. 

Federal Medicaid costs in Guam would have increased an estimated $4.0 
million and Guam costs decreased an estimated $639,000. The net total 
increase would have been $3.3 million. Federal costs Vv'ould increase due 
to potentially higher costs for covered medical services and higher fed- 
eral financial participation in Medicaid, and because an estimated 5,900 
more persons than were served in 1984 under the area's program would 
have been served under fully extended Medicaid. Like the other areas, 
the estimated numbers of **categorically needy" Medicaid participants 
would increase as a result of fully extending ssi and afdc. But unlike the 
other areas, the number of "medically needy" participants also would 
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increase. We estimate that in 1984, 5,400 new "categorically needy" per- 
sons and 450 more "medically needy" persons— in addition to the 7,527 
"categorically needy" and 649 "medically needy" persons served— 
would have been served under Medicaid. 

Guam's "medically needy" numbers would have increased because Medi- 
caid's "medically needy" eligibility criteria is higher than Guam's 1984 
criteria. That year, Guam served a small number of such persons and in 
1985 discontinued serving the "medically needy" due to funding limita- 
tions. Public Health and Social Services Department officials told us 
that, were Medicaid fully extended, thus eliminating the federal funding 
ceiling on their Medicaid program, they likely would reinstate the pro- 
gram's "medically needy" component. 

In 1984, Guam consolidated funds from its title IV-B Child Welfare Ser- 
vices Program, title XX Social Services Block Grant, and several other 
programs^ to provide a variety of services, including foster care . Guam 
received about $826,000 in federal funds under its consolidated grant in 
1984, but neither we nor Guam officials — because Guam is not required 
to report to the federal government on how its consolidated funds were 
used — could readily determine the amounts spent for foster care. The 
Public Health and Social Services Department's Social Services Adminis- 
tration supervisor told us that one counselor handling foster care was 
paid with such funds. 

The Social Services Administration supervisor told us Guam had not 
participated in title IV-E foster care due to funding limitations imposed 
by the $3.3 million federal funding ceiling on Guam's afdc, adult assis- 
tance, and title IV-E expenditures. The area placed a higher priority on 
adult assistance and afdc services and spent its entire funding allotment 
on such services, she said, and thus had not applied for title IV-E foster 
care funds. But the area would participate in the program if fully 
extended, with the funding ceiling removed, she told us. Had the pro- 
gram been fully extended to Guam in 1984, we estimate that federal fos- 
ter care costs would have been $58,000 higher and the area's costs about 
$24,000 higher. 

The Child Support Enforcement Program already is fully extended to 
Guam. However, an increase in clientele resulting from increased afdc 



Under the authority of title V of Public Law 95-134, federal agencies may consolidate certain grants 
to the Virgin Islands, Guam, American Samoa, and other areas to minimize their burden in applying 
for and reporting on federal grant assistance. 



Q Page 46 GAO/KRI>87-60 Welfare and Taxes 

ERIC 



Chapter 2 

Extending Federal Welfare Programs: Costs 
and Area Views About Effects 



participants would raise federal program costs by an estimated $69,000, 
and area costs by an estimated $29,000— or a total of $98,000. 

Food Stamps are also fully extended to Guam. Federal Food Stamp Pro- 
gram costs would have been offset, however, by an estimated $3 million 
due to increases in the countable incomes of beneficiaries also partici- 
pating in fully extended afdc and ssi. 



Guam Officials' Views on 
Extending Programs 



Guam's governor, legislators, and program officials with whom we 
spoke generally favored extending most of the six programs, mentioning 
many of the positive effects cited by Puerto Rican and Virgin Islands 
officials. The potentially higher numbers of needy persons served and 
higher benefits, Guam officials told us, would improve the living stan- 
dards and general woU-being of needy residents not adequately served 
under existing programs. They told us that area funds freed through 
increased federal funding could be used to improve program administra- 
tion and provide such needed services as education, employment, and 
better medical services. The latter could include psychiatric care and 
services not now available on the island. Also, higher medical reim- 
bursement rates could be paid to the area's private service providers, 
some of which were receiving substandard reimbursement rates, offi- 
cials told us. 



In 1985, Guam's legislature passed a resolution requesting the U.S. Con- 
gress to amend the Social Security Act to extend ssi to Guam. The resolu- 
tion stated: 



. . the residents of the Commonwealth of the Northern Marianas are now receiving 
the full benefits of the Supplemental Security Income program as a result of their 
present political status; and ... the people of Guam firmly believe in the right to 
equal treatment of any resident or citizen of the United States to the benefits availa- 
ble to them from the United States Federal Government without regard to . . . geo- 
graphical remoteness or boundaries.** 



More recently, Guam officials have sought a modified Food Stamp Pro- 
gram that would require some funds to be spent on local produce~a pro- 
gram similar to that in the Northern Mariana Islands. 

According to the Child Support Enforcement Program coordinator, the 
area's program allowed some families to stay off welfare and forced 
absent fathers to face up to their child support obligations. The Food 
Stamp Program had improved the availability and quality of food on the 
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island, the social services administrator told us, and allowed some young 
couples and elderly persons who desired to do so to live relatively inde- 
pendently of their families. Officials said that the additional federal 
funds would help ease the financial burden on other families caring for 
their elderly. 

The Social Services Department administrator, however, told us that 
increased welfare benefits in Guam might result in increased welfare 
dependency and reduced incentives to work. According to the governor's 
federal programs special assistant, the current Food Stamp Program 
work requirement was not strict enough, and fully extended ssi and afdc 
would place an increased financial burden on Guam's government to 
make higher Medicaid expenditures for a larger number of Medicaid 
recipients. 

With limited federal funds, the Public Health Department's health ser- 
vices administrator said, it was unreasonable for the area to be expected 
to meet the same fully extended program administrative requirements, 
including fraud prevention and quality control procedures, that states 
must meet. 



AmeriCdn Samoa Fulb extending the six programs to American Samoa— the smallest of 

the four areas — would have significant cost and, in the opinion of most 
area officials; adverse social effects on the area. Were all six programs 
extended to American Sanoa, five would have been available there for 
the first time. Except for ssi and the modified Medicaid program that 
exists there, however, most American Samoan officials strongly opposed 
extending the prdgrams. 

Had the program^s been fully extended in 1984, federal costs would have 
increased an estimated $23.1 million and American Samoa's costs 
decreased $460,000— for a total net increase of $22.6 million. Actual 
and fully extended costs for the six programs in American Samoa are 
shown in table 2.10. 
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Table 2.10: Costs of Welfare Programs in 
American Samoa in 1984, and Estimated 
Costs If Programs Were Fully Extended 





Dollars in thousands 






Costs 


Program 


Actual 


Estimated, if fully 
extended 


Adult assistance (SSI estimated) 


$0 


$3,362 


AFDC 


0 


1.729 


Medicaid 


2.969 


2.085 


Foster care 


0 


120 


Child Support Enforcement 


0 


96 


Food Stamps 


0 


18.214 


Totals 


$2,969 


$25,606 



Federal SSi costs would have increased an estimated $3.4 million, and 
American Samoan costs would not be affected by the total federal fund- 
ing of the programs. AJso, SS- would have served an estimated 1,000 
needy aged, blind, or disabled American Samoans, as shown in table 
2.11. 



Table 2.11: Participants in Welfare 
Programs in American Samoa in 1984, 
and Estimated Participants If Programs 
Were Fully Extended 



Participants in thousands 






Participants 




Program 


Actual 


Estimated, if fully 
extended 


Change 


SSI/adult assistance 


0 


1.0 


1.0 


AFDC 


0 


1.5 


1.5 


Medicaid 


11.3 




-8.1 


Foster care (title IV-E only) 


0 


a 


a 


Child Support Enforcement 


0 


0.1 


0.1 


Food Stamps 


0 


21.1 


21.1 



\ess than 1.000. 



Federal afdc costs wouid increase an estimated $1.4 million and area 
costs about $323,000. afdc would serve an estimated 1,500 dependent 
children and their caretakers for the first time. The benefit amounts 
used in making our afdc estimate reflect the income levels needed to 
satisfy daily living needs as reflected in a 1982 American Samoan gov- 
ernment study. Household Survey of Expenditures . In addition, we esti- 
mate that increased child support collections from the absent parents of 
increased AFDC-eligible families would be $85,000, which was deducted 
from fully extended afdc's estimated costs. 
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Federal Medicaid costs would increase an estimated $520,000. American 
Samoa's Medicaid costs, however, v/ould decrease about $1.4 million. 
Thus, total costs vi^ould decrease an estimated $884,000. 

U)v/eT Medicaid costs vi^ould result from conforming American Samoa's 
Medicaid program to the fully extended version. The area's Medicaid 
costs virould be directly affected by the area's decisions on afdc. Medi- 
caid costs v/ould be higher than estimated if American Samoa opted for 
a higher payment standard. If it opted for lov/er afdc benefits or did not 
implement afdc. Medicaid costs would be lower. The area's program was 
established in 1982 under special Tederal legislation authorizing the hhs 
secretary to waive or modify most Medicaid requirements to meet the 
area's special needs. Also, federal reimbursement for the area's program 
is based on **presumed eligibility." That is, the federal government reim- 
burses American Samoa a percentage of its total medical costs presumed 
to have been incurred for needy individuals. The percentage takes into 
account the numbers of individuals in the area with incomes below the 
American Samoa poverty level — which is substantially below the U.S. 
poverty level. For 1984, the American Samoa government estimated 
approximately 11,000 persons were below the area's poverty level. We 
estimate that in 1984 only 3,200 persons would have been eligible for 
fully extended Medicaid. 

Had titles IV-B and XX as well as title IV-E foster care been fully 
extended to American Samoa in 1984, federal costs would have 
increased an estimated $88,000, and area costs an estimated $32,000. 
Total costs v/ould increase $120,000. Also comparatively small would be 
the cost of extending Child Support Enforcement . Federal costs would 
increase almost $68,000 and area costs $29,000, for a total cost increi-*se 
of $96,000. 

Extending Food Stamps would cause the largest cost change. Federal 
costs would have increased an estimated $17.7 million, and area costs an 
estimated $560,000. Also, an estimated 21,000 persons (about 60 per- 
cent of the area's 35,000 residents) would be eligible for Food Stamps 
because the average American Samoan family income was so low. In 
1984, American Samoa's per capita income was $3,270 compared to the 
U.S. per capita income of $12,789. Our estimate of potential Food 
Stamps costs included an offset of about $836,000, accounting for 
increases in countable income from fully extended afdc and ssi for par- 
ticipants who would also receive Food Stamps. 
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American Samoan officials, including the governor, lieutenant governor, 
and most legislature members, opposed extending most of the six pro- 
grams to their area. Their primary concerns centered on the possible 
adverse effects of the programs on their culture which, they told us, was 
why there are no welfare programs except Medicaid there. 

The American Samoan culture is rooted in the ''extended family," 
whereby generations of families live and work together in communal 
support to meet their family living needs. The governor and many other 
officials told us that federal programs might sK ft to the government 
such responsibilities as care for the young, elderly, and disabled that 
historically have been met by extended families. Other subsistence 
needs were met, the governor said, by such programs as the Administra- 
tion on Aging's "food voucher" program, which provided food to low- 
income elderly persons, and the federally funded school lunch program 
for young children. 

Welfare had a negative connotation in the area, these officials told us, 
and individuals choosing to participate would be criticized within their 
communities — possibly resulting in limited program participation. 
According to members of the attorney general's office, in their society a 
family receiving welfare would be viewed as not able to provide prop- 
erly for its own members, which would be disgraceful. One Health 
Department official told us that families using foster care would be 
viewed as unable to raise their children, as well as having publicly made 
the family's problems known. 

But members of the Office of Samoan Affairs, as well as a district gover- 
nor, favored extending ssi. The area culture had changed in some ways 
over the yeairs, they pointed out, to the extent that the aged and dis- 
abled were not always properly cared for by their extended families, 
and ssi should help reduce financial burdens on families caring for their 
needy and infirm members. Some officials, including the governor, did 
not favor extending ssi for fear of destroying the area culture. 

Medicaid is viewed differently in American Samoa than are other wel- 
fare programs. A government official told us that medical care always 
has been provided by the U.S. government, beginning with the U.S. 
Navy's administration pf the islands. Also, welfare's stigma is not 
attached to Medicaid because, under their modified Medicaid program, 
American Samoans need not meet low-income eligibility requirements to 
receive services. 



America Samoan Officials' 
Views on Extending 
Programs 



Page 51 



GAO/HRIV87-60 Welfare and Taxes 



Chapter 2 

Extending Federal Welfare Programs: Costs 
and Area Views About Effects 



Child abuse and neglect, the Samoan Affairs secretary told us, were 
problems the government could not adequately address because of inad- 
equate foster care funds. There was need for more foster care. Health 
Department officials said, and for higher payments for homes to provide 
foster care under the area's program. Also, they said, a group home was 
needed for foster children, as well as more professionals and counselors 
for the children. 

A few officials objected to the programs as potentially too costly, afdc 
and B'ood Stamps would be too expensive, the governor's chief of staff 
told us. The Health Planning Agency dire )tOY told us that a fully 
extended Medicaid program would be costly because of the extensive 
administrative costs and requirements. 

Finally, the governor and the House speaker told us that extending the 
programs likely would increase migration to the area. Half the American 
Samoan residents now are from Western Samoa, they said, and more 
immigrants likely would come. 
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Fully extending federal corporate and personal income taxes to the four 
insular areas would increase federal and decrease areas' revenues. 
Assuming the areas* business activity and economic conditions remained 
unchanged and the areas' income taxes were replaced by the federal 
taxes, federal revenue would have increased an estimated $2.7 billion 
for tax year 1983 (see table 3.1). But we believe that over the medium 
and long term, annual federal revenue increases could be far smaller, 
possibly declining to $2.1 billion or less, after some businesses operating 
in the areas reacted to the tax extension by closing, relocating, or down- 
sizing operations. Correspondingly, the areas would have lost all income 
tax-generated revenue — an estimated $1,416 billion (see table 3.2). 















Table 3.1: Estimated Federal Revenue 
Increases Under Fully Extended Federal 


Dollars in millions 










Income Taxes (Tax Year 1983) 




Revenue increases, estimated 






Income tax Puerto Rico 


Virgin 
Islands 


Guam 


American 
Samoa 


Total 




Individual $365.2 


$84.6 


$77.7 


$3.7 


$531.2 




Corporate 2.080.0 


36.9 


13.2 


10.6 


2.14U.7 




Total increase $2,445.2 


$121.5 


$90.9 


$14.3 


$2,671.9 



U.S. income tax revenue would have increased by fully taxing U.S. cor- 
porations, area businesses, and residents benefiting from special income 
tax treatment applicable to the areas. The increase would stem from (1) 
eliminating the 936 tax credit available to qualifying U.S. corporations, 
(2) eliminating the foreign tax credit available to certain U.S. corpora- 
tions that pay taxes to che area governments, (3) taxing U.S. corpora- 
tions ex(impt from federal income taxes as Virgin Island inhabitants, (4) 
taxing area-chartered corporations exempt from federal tax on area- 
source income, and (5) taxing area residents' income that is partly or 
totally exempt from federal income tax. The estimates in table 3.1 
assume no changes in the areas' 1983 tax base. 

About $2.1 billion of the potential $2.7 billion increase in federal reve- 
nue in 1983 would have come from increased corporate income taxes, as 
table 3.1 shows. This would have resulted primarily from fully taxing — 
through eliminating the 936 tax credit — U.S. corporations operating in 
the areas. For tax year 1983, 631 U.S. corporations qualified for and 552 



Effects on Revenues 
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claimed over $1,966 billion in tax credits under this section. Not all fed- 
eral tax expenditures* associated with this credit likely would have con- 
verted to federal revenue, however, because corporations could have 
taken advantage of certain other income tax provisions not available to 
them when they claimed this tax credit. For example, corporations 
claiming the 936 tax credit in 1983 generally were not entitled to use the 
accelerated cost recovery system of d( ^^reciation. Allowing for such 
ac^ustments, we estimated that about $1.9 billion would have flowed to 
the U.S. Treasuri^ from those U.S. corporations in 1983. 

Over $531 million of the potential increases in federal revenue would 
have come from personal income taxes. The estimated increase would 
have stemmed mostly from taxing Puerto Rico, Guam, and American 
Samoa residents' area-source income, which generally has been exempt 
from federal income taxes, and Virgin Islands inhabitants' worldwide 
income, which until 1987 was exempt from federal taxes. 



Area Income Tax Revenues 
Would Decline: Officials 
Would Oppose 



Fully extended federal income taxes would have reduced area govern- 
ments' revenue had federal income taxes replaced the areas' income 
taxes. Individual and corporate income taxes, important in financing 
area government operations, comprised from 31 to 41 percent of operat- 
ing revenues in 1984. As table 3.2 shows, the areas would have lost an 
estimated $1.4 billion of tax revenues had federal income taxes replaced 
area i: come taxes in 1983; about 85 percent of the loss would have been 
borne by Puerto Rico. 



Table 3.2: Area Income Tax Revenues 

(Tax Year 1983) 



Dollaro in millions 


Revenue, estimated 


Income tax 


Puerto Rico 


Virgin 
Islands 


Guam'' 


Amencan 
Samoa 


Total 


Individual 


$725.1 


$84.6 


$77.7 


$4.4 


$891.8 


Corporate 


477.2 


28.5 


9.9 


8.9 


524.4 


Total income 


$1,202.3 


$113.1 


$87.6 


$13.2^ 


$1,416.2 



^Does not add due to rounding. 

As shown, the areas collected an estimated $524 million in corporate 
income tax revenue for tax year 1983. However, the areas exempted or 
rebated another $2.35 billion of area income taxes to certain corpora- 
tions through incentive programs aimed at stimulating economic growth. 



Tax expenditures are special tax reduaions and the associated amount of revenue foregone. 
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Such exemptions and rebates, which the U.S. Code does not allow, 
account for much of the difference between estimated area corporate 
income tax collections and estimated federal corporate revenue increase 
for tax year 1983. 

Almost 65 percent of the areas' income tax revenues, except for Ameri- 
can Samoa, was generated from personal income taxes, which totaled an 
estimated $892 million for tax year 1983 (see table 3.2). Personal 
income tax collections and our estimates of federal personal tax revenue 
under fully extended federal income taxes were identical for the Virgin 
Islands and Guam. Puerto Rico and American Samoa personal tax collec- 
tions, however, were higher than estimated federal income tax revenue. 
This is because the areas' income tax systems were less generous than 
the federal personal income tax system. For example, in 1983 neither 
area allowed the earned income tax credit^ allowed by the United States 
for individuals with dependent children and a(^usted gross incomes 
under $10,000. 



Summary of Area 
Views on Extending 
Federal Income Taxes 



In general, area officials strongly opposed extending U.S. income taxes. 
The exceptions were leaders of the Puerto Rican Statehood Party, who 
favored a gradually phased-in U.S. income tax accompanied by state- 
hood. Most often, officials expressed concerns about 

adverse economic consequences of eliminating corporate tax incentives, 
prospects and unknown consequences of changing their present fiscal 
autonomy, and 

fiscal difficulties they would face trying to compensate for revenue 
shortfalls. 

In addition, some Pi.ierto Rico officials questioned whether the United 
States can alter unilaterally the U.S./Puerto Rico tax relationship. The 
relationship is based on section 9 of the Puerto Rico Federal Relations 
Act (Public Law No. 81-600), which is part of the U.S./Puerto Rico Com- 
pact that provided for Puerto Rico's constitutional form of government. 
Some interpret the Compact as preventing th'^ Congress — without 
Puerto Rico's consent — from substantively changing the Puerto Rico 
Federfil Relations Act, including chaixging the area's tax status. Others 
believe that, despite the Compact, Puerto Rico still is a U.S. territory 



^In 1988, the earned income tax credit will be available for individuals with up to $17,000 of adUusted 
gross income. PhaseK)ut levels and maximum credit amounts are to be acUusted annually for inflation. 
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subject to the Congress' plenary authority, hicluding authority to unilat- 
erally alter its tax status. This controversial issue has not been resolved 
by the courts. 



Area Business 
Reaction Could Reduce 
Federal Tax Revenue 



Over the medium and long term, federal tax revenues could be reduced 
to $2.1 billion or less — to the extent businesses in the areas currently 
utilizing the tax preferences reacted to the loss of these preferences by 
relocating to foreign countries or down-sizing their U.S. operations. Such 
changes also would adversely affect corporate tax revenues from other 
businesses, particularly those that are suppliers to or otherwise depend 
heavily on the U.S. firms operating in the insular areas. Personal income 
tax revenues also would decrease to the extent such business contrac- 
tions would lead "o a reduction in jobs in the United States. 

It is impossible to predict precisely how business would react or how 
long those reactions would be delayed. Nonetheless, some idea of the 
possible impacts of corporate responses on Treasury receipts and the 
Puerto Rican economy can be derived from an analysis of the industrial 
composition of corporations claiming the section 936 credit. To the 
Dxtent that firms in a given industry are likely to remain in Puerto Rico 
or return to the maiidand, total Treasury receipts and total U.S. employ- 
ment might not be adversely affected. To the extent the firms in an 
industry are likely to relocate overseas. Treasury receipts and U.S. 
employment would be reduced. However, if finrLS left Puerto Rico, 
whether to relocate in the mainland or overseas, the island's economy 
wo::id contract, reducing output and employment in its manufacturing 
sector, as well as other parts of its economy. 

As noted earlier, of the $2.7 billion in potential tax revenues that v^ould 
have flowed to the U.S. Treasury in 1983, about $1.9 bilLon would have 
come from U.S. corporations in Puerto Rico, most engaged in manufac- 
turing. In the aggregate, these corporations employed about 81,000 
workers, accounting for 1 1 percent of Puerto Rican employment. 

Pharmaceutical and food processing firms accounted for about $1 billion 
of the section 936 credit claimed in 1983 and employed about 18,000 
workers in Puerto Rico. As discussed in appendix IV, firms in these two 
industries would be unlikely to leave the United States, although they 
might leave Puerto Rico. Treasury receipts from these industries, there- 
fore, probably would not be reduced. The Puerto Rican economy, how- 
ever, could suffer if corporations moved back to the mainland. 
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It is more likely that some electric and electronic firms would relocate to 
neighboring Caribbean nations, while others might stay in Puerto Rico 
or return to the United States mainland. These firms accounted for $422 
million of the section 936 credit claimed in 1983 and employed about 
26,000 workers in Puerto Rico. If, for example, one-third of these relo- 
cated outside of the United States, the estimate of 1983 Treasury corpo- 
rate profit tax receipts would be reduced by about $141 million, and the 
Treasury would lose the personal income taxes from about 8,700 work- 
ers displaced from these firms. Treasury receipts in corporate and per- 
sonal income taxes from other related local businesses also would be 
reduced accordingly. 

If another one-third of these firms left for the U.S. mainland, Puerto 
Rico would lose an additional 8,700 manufacturing jobs and another 
one-third of its electronic industry output. It also would suffer reduc- 
tions in output and employment in other related businesses. 

The probability of leaving the United States entirely is probably highest 
for firms in the apparel, hospital supply, scientific instrument, and other 
manufacturing industries. Together, these firms accounted for $462 mil- 
lion of the section 936 credit claimed in 1983 and employed about 
37,000 workers. If all of them relocated outside the United States, the 
estimate of 1983 Treasury corporate tax revenues would fall by about 
$462 million, and additional losses of the personal income taxes other- 
wise paid by some 37,000 displaced workers would occur. In addition, 
the Treasury could lose corporate and personal income taxes from 
related businesses. Losses in output and employment would be borne 
largely by the Puerto Rican economy. 

Medium- and long-term ac^justments of the type hypothesized here 
would reduce our estimate of Treasury corporate profit taxes by at least 
$603 million. Additional revenue losses would occur to the extent that 
the displacement of about 45,700 manufacturing jobs reduced personal 
income tax collection. Further losses would occur to the extent the 
ac^ustment reduced other business activities and employment. The 
adverse impact on the Puerto Rican economy could be larger to the 
extent that manufacturing jobs, corresponding output, and related busi- 
ness activities and employment moved from the island to the mainland. 

Similarly, the Virgin Isla^^ids, Guam, and American Samoan economies 
could be affected by full tax extension. To the extent that businesses 
relocated to foreign countries, closed, or downsized, federal tax reve- 
nues in these areas would be reduced below our 1983 projections. 
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Local tax incentives in the Virgin Islands were considered critical to 
attracting new businesses and retaining existing firms. Some officials 
told us that many firms came to the Virgin Islands primarily to avail 
themselves of the tax advantage such incentives provide. To the extent 
corporations claiming Virgin Islands incentives are not engaged in tour- 
ism or other business dependent on location, some might relocate should 
incentives be removed. 

Section 936 credits v^ere not considered critical to GuamV> economy, pos- 
sibly because few firms took advantage of the provision- -only $1.6 mil- 
lion in credits v^^ere claimed in 1983, Local rebates, hovi^ever, were 
considered very important. Much of Guam's local economy w^s depen- 
dent on the U.S. military presence and the tourist trade, especially from 
Japan. Guam business officials told us that elimination of local rebates 
could stymie business expansion, but did not forecast a large-scale effect 
on existing firms. Moreover, the large military presence vi^ould tend to 
stabilize personal tax revenues, because military pay is net dependent 
on the island's economy, and Guam receives the proceeds of income 
taxes paid by U.S. military personnel stationed there. The extent to 
vi^hich military personnel obtain goods and services from Guam suppli- 
ers also may tend to stabilize the overall economy. However, according 
to the Speaker of Guam's legislature, the military meets much of its 
needs on base, without adding to the local economy. 

The combination of section 936 credits and local tax incentives were 
considered critical to American Samoa's economy. Officials were con- 
cerned that the tuna canneries operating there would relocate if U.S. 
taxes were fully extended. The tuna canneries, we were told, contrib- 
uted the largest portion of the area's revenues and had a major effect on 
other businesses, such that the economy would be seriously harmed 
should the canneries leave. 

Also, federal revenue increases could be reduced to the extent area gov- 
ernments imposed income or other taxes deductible from federal tax lia- 
bility. Puerto Rico officials told us that area income taxes likely would 
be continued, although at rediTced rates. Virgin Islands officials said an 
area income tax likely would be imposed, but did not speculate about its 
design. Such area inqome taxes— although area officials did not specify 
potential rates — couM increase estimated area revenues and lessen esti- 
mated revenues from federal income taxes, because such taxes could 
qualify as allowable personal itemizations or business deductions. 
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. K A A 1 • Revenue and Other effects of fully extending federal income taxes would 

Area-Dy-Area Analysis ^^^^ ^ discussed beiow. 
of Effects of 
Extending Federal 
Income Taxes 



Puerto Rico Had federal income taxes been fully extended to Puerto Rico in 1983, 

federal revenue virould have increased by an estimated $2.4 billion. 
About $2.1 billion would result from taxing corporations and $365 mil- 
lion from taxing individuals. 



Corporate Tax Revenue About $2.1 billion of the increase would have stemmed from fully taxing 

corporations, primarily from eliminating the section 936 tax credit, as 
discussed above. 

Some of the estimated federal revenue would result from eliminating the 
foreign tax credit taken by U.S. corporations for taxes paid to Puerto 
Rico. According to an Internal Revenue Service official, the amount of 
foreign tax credit received for tax year 1983 was not readily available. 
U.S. corporations claimed about $79 million of ci-edit for tax year 1982 
for taxes paid to Puerto Rico. 

Some of the revenue would have resulted from fully taxing corporations 
chartered in Puerto Rico, including taxing area-source income, which 
generally is exempt from federal income taxes. Potential revenues for 
1983 from fully taxing such companies could not be reliably estimated 
from detailed tax data; at the time of our field work, the latest full-year 
corporate taxable income data available from the Puerto Rico Treasury 
Department was for tax year 1981. Instead, we estimated potential 
taxes from corporations that claimed section 936 credits and added 
Puerto Rico taxes collected from other companies (Puerto Rico and U.S. 
tax rates were about the same in 1983). 

Puerto Rico would have lost a substantial portion of its operating reve- 
nue had its corporate income tax been replaced by the federal income 
tax. For tax year 1983, Puerto Rico collected about $1,202 billion in 
income taxes, representing about 32 percent of the area's 1984 operat- 
ing budget. Approximately 40 percent of the area's income tax revenue 
came from its corporate income tax and 60 percent from personal taxes. 
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We estimate that 1983 federal corporate income tax revenue would be 
about $1,603 billion higher than the $477 million actually collected by 
Puerto Rico. This is prin>arily because the federal income tax system 
does not allow exemptions aullaorized under Puerto Rico's tax system 
for certain corporations. More specifically, Puerto Rico exempts from 
income tax up to 90 percent of the income of corporations meeting such 
criteria as producing certain articles on a commercial scale. This benefit 
is one of several offered under the area's Industrial Incentives Act of 
1978, designed to stimulate economic development and investment in 
Puerto Rico. According to the Puerto Rico Treasury Department, $2.34 
billion in area income taxes was exempted during calendar year 1983.^ 

The differences between Puerto Rico's actual 1983 collections and our 
estimate of probable federal corporate tax revenue also are due to other 
differences in the Puerto Rican and U.S. income tax systems. In addition 
to tax exemptions and depreciation, tliere were some differences in cor- 
porate tax rates in 1983. Puerto Rico's rates ranged from 22 to 45 per- 
cent, and U.S. rates ranged from 15 to 46 percent. 



Personal Tax Revenue About $365 million of the federal revenue increase in Puerto Rico would 

come from taxing individuals whose area-source income was exempt 
from federal taxation. This estimated increase was about $360 million 
less than the $725 million Puerto Rico collected in personal income taxes 
for tax year 1983. The difference between estimated and actual area 
collections primarily was due to differences in the Puerto Rican and U.S. 
income tax systems. 

Many Puerto Rican personal income tax provisions, including allowances 
for personal exemptions and deductions, were less generous than tne 
federal income tax provisions. Additionally, Puerto Ricans' personal 
rates were higher than the federal rates in 1983. Consequently, some 
Puerto Rican taxpayers could have paid higher income taxes than U.S. 
taxpayers with the same income, exemptions, deductions, and credits, as 
illustrated in table 3.3. 



'^Under Puerto Rico's predecessor industrial incentives program, corporations could receive income 
tax exemptions as high as 100 percent. Some corporations continue to receive such benefits. 
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Table 3.3: Comparison of U.S. and Puerto 
Rican Income Taxes for a Hypothetical 
Family 







Tax calculation for married 




couple* with two children 




Puerto Rico 


U.S. 


Adjusted gross income 


$18,000 


$18,000 


Deduction: 


Standard 


2,000 


b 


Auto license plates 


25 


0 


Interest 


975 


0 


Total deductions 


3.000 


0 


Exemptions 


3.800 


4.000 


Net taxable Income 


11,200 


14.000 


Total tax liability 


1,916 


1,510 



^Filing jointly and claiming a standard deduction. 



^'Already incorporaled in U.S. lax rales, the zero bracket allowance for this example would have been 
$3,400. 

The hypothetical Puerto Rican taxpayers have a higher income tax lia- 
bility than the U.S. taxpayers because their deductions and exemptions 
are smaller than those allowed under the U.S. income tax system, and 
Puerto Rico's tax rate is higher than the U.S. rate. For example, in 1983 
the U.S. taxpayers would have been allowed $4,000 for exemptions 
($1,000 for each), but the Puerto Rican taxpayer was entitled to $3,800 
($1,000 per adult, $800 for one child, and $1,000 per child in college). 
Also, the U.S. zero-bracket amount of $3,400— already incorporated in 
the U.S. tax tables — exceeded the $3,000 of total deductions allowed the 
Puerto Rican taxpayers. Further, the Puerto Rican taxpayers in this 
example paid a higher marginal rate^ on taxable income. In 1983, Puerto 
Rico's marginal tax rate for a married couple filing jointly with taxable 
income between $10,000 and $ 12,000 was 25.65 percent, while the U.S. 
rate for taxable income between $11,900 and $16,000 was 17 percent 
(15 percent after 1988). In addition, Puerto Rico's maximum marginal 
rate was 67.55 percent during 1983 for incomes over $200,000, com- 
pared with the U.S. maximum rate in 1983 of 50 percent for incomes 
over $54,700, depending on filing status (28 percent in the United States 
after 1988). 

Tax lav/ changes since 1983 still leave U.S. taxpayers in a more 
favorable position than their Puerto Rican counterparts. Puerto Rico's 
maximum personal rate was reduced to 50 percent effective January 1, 



'*Margina! tax rate refers to the percentage to be applied in calculating tax liability on income above 
the lower limit of the applicable tax bracket. 
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1986, but this change would not affect the tax liability of the hypotheti- 
cal taxpayers. In contrast, the Tax Reform Act of 1986 would have fur- 
ther reduced the U.S. taxpayers' liabUity. For 1988, the U.S. taxpayers 
would be entitled to $7,800 in personal exemptions and a $5,000 stand- 
ard deduction. As a result, their $18,000 ac^usted gross income in the 
example would be reduced to a taxable income of $5,200. Applying a 15- 
percent tax rate, their tax liability would be $780.^ 

Also, Puerto Rico's actual revenue for tax year 1983 was higher than 
our estimated federal revenue increase because the area's tax system 
did not allow the earned income credit. In 1983, about 29 percent of 
Puerto Rican taxpayers would have qualified for this federal income tax 
system credit.® (The credit would not have been available to the hypo- 
thetical taxpayers m our example because their adjusted gross income 
was higher than the maximum allowed.) Had the credit been available in 
Puerto Rico in 1983, Puerto Rico would have collected an estimated $39 
million less in personal income taxes. 

Had federal income caxes replaced Puerto Rico's income taxes in 1983 
and all else remained unchanged, individuals with low income would 
have be.nefited from the earned income credit and lower tax rates. Simi- 
larly, individuals with high income would have benefited from lower tax 
rates in the high income categories. 



Officials' Viev^^s About Extending Puerto Rico government and business leaders' views frequently tied the 
Federal Taxes prospective tax changes co the area's political status question. The ques- 

tion of whether Puerto Rico should become a state, continue as a com- 
monwealth, or seek independence is a fundamental issue permeating 
many political decisions. The federal tax extension issue, therefore, 
raised questions not only about the possible impact of eliminating 936 
tax credits, but also the potential effects on the island's fiscal autonom.y 
and future relations with the United States. Some leaders also noted 
that, under current conditions, tax extension would be taxation without 
representation. 

At the time of our review, those advocating continuing and strengthen- 
ing the commonwealth arrangement controlled the governor's office and 



^The above comparisons do not take into account income taxes that U.S. taxpayers may pay to the 
states in which they reside. 

^Beginning in 1 988, up to $ 1 7,000 of acUusted income can be received, and credits up to $300 can be 
received. 
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both houses of the legislature. They generally opposed removing the 936 
tax credit. In testimony before the Congress, Puerto Rico's governor 
stated that repealing the credit v^^ould ''devastate" Puerto Rico's econ- 
omy. Ck)mmonv^^ealth supporters in the legislature told us that repealing 
the credit v^^ould be particularly bad because the unemployment rate 
already at the time was very high (over 20 percent) and the economy 
was not strong enough to sustain and attract business on its own. Three 
of these legislators, including the Senate president, told us that local tax 
rates would have to be reduced if federal taxes were extended, thus 
reducing local revenues and restricting Puerto Rico's power to establish 
its own tax structure and to decide how tax monies may be spent. 

Statehood advocates favored phasing in U.S. income taxes, if accompa- 
med by statehood and correspondingly full participation in federal grant 
programs. Noting Puerto Rico's current dependence on the 936 tax 
credit, they favored phasing out the provision rather than eliminating it 
all at once. Two party leaders suggested to us that Puerto Rico could 
recoup income tax revenue losses by creating a sales tax, increasing 
property or excise taxes, or improving income tax enforcement. 

Independence advocates opposed the imposition of U.S. income taxes. 
They favored tariff rights for Puerto Rico to protect domestic trade and 
retention of a relationship with the U.S. as a trading partner, they told 
us. According to one Independence Party leader, extending U.S. income 
taxes would constrain the government's capacity to raise essential oper- 
ating revenues. 

Generally, Puerto Rico department-level officials expressed views simi- 
lar to those of the governor and key procommonwealth legislative offi- 
cials. The Treasury assistant secretary for internal revenue told us that, 
were federal taxes imposed, Puerto Rico would have to reduce its own 
income tax rates and would probably have to compensate by cutting 
expenditures for government services. If the section 936 credit were 
removed, the Economic Development Office deputy director told us that 
unemployment would rise sharply. Puerto Rico's commerce secretary, 
assistant secretary, and executive assistant all told us the United States 
legally could not extend taxes to Puerto Rico and, that if this were done, 
it would spell disaster for Puerto Rico's fragile economy. The Economic 
Development Administration's legal counsel and chief of the planning 
section also envisioned an adverse impact from removing the credit and 
extending f jderal income taxes. These officials favored continuing and 
even enhancing current business incentives. 
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The Treasury assistant secretary, the former governor, the Senate 
majority and minority (Statehood) leaders, and the House president 
speculated that, vi^ere federal taxes imposed, Puerto Rico v^^ould have to 
adopt an area income tax at reduced rates. These officials did not 
believe the existing Puerto Rican income tax could continu. , because the 
combined U.S. and area tax v/ould be exorbitant. Some officials said 
operating revenue might be obtained through other means, such as 
imposing higher property taxes, but they doubted sufficient income 
could be generated to compensate for lost income tax revenue. 

Business officials v/ere nearly unanimous in opposing removing the sec- 
tion 936 tax credit and imposing federal taxes on Puerto Rico. Among 
their comments vi^ere the following: 

• The market in Puerto Rico is not strong enough to attract business on its 
own; thus tax and other incentives are needed. 

• The economy depends heavily on the credit, and tax exemptions are nec- 
essary to maintain Puerto Rico businesses' competitive standing. 

• There would be a detrimental effect on local revenues with repeal of the 
credit, as business closings and unemployment narrowed the tax base. 



Virgin Islands Had federal income taxes been fully extended to the Virgin Islands for 

tax year 1983, federal revenue would have iucreased an estimated 
$121.5 million. An estimated $36.9 million would result from taxing cor- 
porations and $84.6 million from taxing individuals. 

Corporate T 3X Revenue Virgin Islands corporations, which were taxed under the "mirror" provi- 

sions, generally would have been liable for the same taxes as under the 
federal income tax system. The major difference between the IJ.S. and 
Virgin Islands income tax systems was that certain corporations in the 
Virgin Islands qualified for rebates^ of up to 90 percent of their area 
income taxes under an Industrial Development Program. To qualify in 
1983, a corporation had to derive at least 80 percent of gross income 
from the Virgin Islands and at least 65 percent of gross income from 
active trade or business in the Virgin Islands. For tax year 1983, $8.4 
million was rebated under the Virgin Islands Industrial Development 
Program. If these rebates were added to the estimated $28.5 million of 



^Rebates also were provided to some individuals, although such rebates were small, totaling only 
about $84,000 in 1983. 
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corporate taxes collected in 1983 by the Virgin Islands, federal revenue 
v/ould have increased by about $36.9 million. 

While U.S. corporations could not claim the section 936 tax credit for 
their Virgin Islands operations in 1983, they could claim the foreign tax 
credit for taxes paid to the Virgin Islands.^ Data were not readily availa- 
ble on U.S. corporations that claimed the foreign tax credit for tax year 
1983, but 28 firms claimed about $5.0 million in such credits for tax 
year 1982. Moreover, prior to the Tax Reform Act of 1986, U.S. corpora- 
tions and individuals v^rho were inhabitants of the Virgin Islands ful- 
filled their federal income tax obligations by filing returns on and 
paying Virgin Islands income taxes. 

To the extent businesses in the Virgin Islands might curtail operations or 
relocate outside the islands, federal revenue could be reduced. Our long- 
term estimate assumes that businesses receiving rebates in 1983 would 
relocate, thus reducing federal corporate revenues by the amount of the 
rebates. We assume no effect on personal income taxes. 



Personal Tax Revenue Assuming the federal income tax replaced the Virgin Islands income tax, 

federal personal income tax revenue is estimated to be virtually equal to 
the approximately $84.6 million collected by the Virgin Islands for tax 
year 1983. The Virgin Islands* income tax system **mirrors" the U.S. 
Internal Revenue Code, resulting in similar jncome ac^ustments, exemp- 
tions, deductions, credits, and tax rates. Correspondingly, unless the Vir- 
gin Islands imposed a personal income tax in addition to the federal 
personal income tax, there would be virtually no difference for individ- 
ual taxpayers. 



Officials' Viev^s on Extending Virgin Islands officials expressed concerns about the possible effects of 
Taxes federal taxation on corporations. The governor told us he was **vehe- 

mently opposed" to extending federal income taxes. Further, he stated 
that (1) extension would be taxation without representation, rmd (2) the 
Virgin Islands* ability to attract business through tax in?* ' » " ' would 
be drastically inhibited by any action subjecting U.S. coii. . axb oper- 
ating in the Virgin Islands to U.S. taxation. 

Government and business representatives echoed the governor*s view 
that the ability of the Virgin Islands to attract businesses would be 



^After 1985, corporations operating in th ^ Virgin Islands could elect the section 936 credit. 
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severely harmed. Businesses had located in the Virgin Islands simply to 
take advantage of the preferential federal tax treatment, officials told 
us, and such businesses might move out and many jobs be lost. Some 
officials also speculated that businesses that rei..ained would pass 
increased tax costs onto their customers. 

According to the Internal Revenue Bureau director, the area likely 
would have to establish its own income tax b^^tem to compensate for 
operating revenue lost to federal taxes. However, he did not speculate 
about possible tax rates or provide other insights about the design of 
such a system for the area. Furthennore, he told us, an income tax 
surcharge, allowed under 197G legislation, would have limited feasibility 
and cause problems for certain individuals. Among these would be new 
residents with much rf their income generated outside the Virgin Islands 
and residents with investment income. 

Extending federal income taxes wouid adversely affect the Virgin 
Islands' fiscal autonomy, according to some Virgin Islands' officials. 
Extending federal taxes would nullify the idea of Virgin Islands' self- 
sufficiency, the governor's Tax Task Force chairman told us. In addition 
to losing a large part of its operat ing budget, he said, the area would be 
unable to offer tax incentives to attract businesii investment, and would 
lose prospective and possibly established companies, as well as related 
jobij and job opportunities. (Comments by the Internal Revenue Bureau 
director closely paralleled the Task Force chairman's views. 



Guam Had federal income taxes been fully extended to Guam in tax yea* 1983, 

the federal government would have gained an estimated $90.9 million, 
ii\cluding $13.2 million from corporations aiid $77.7 million from indi- 
viduals. Like the Virgin Islands, Guam "mirrored" the U.S. Interna) Rev- 
enue Code in 1983, with similar income ac^justments, exemptions, 
deductions, credits, and tax rates.® Consequently, corporations and indi- 
viduals paid the same axes to Guam as would have been paid to the 
federal government under full federa' taxation, except as noted below. 



^Under the Tax Refonr Act of 1986. Guam is authorized to develop Its own income tax laws. 
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A major exception was that Guam rebated part of its income taxes to 
certain corporations.^^ Guam operates an incentive program to 
encourage economic development; qualifying corporations receive such 
benefits as rebates of up to 100 percent of their area income taxes. To 
qualify, companies must meet general requirements such as increasing 
employment, replacing imports, and creating needed facilities. For tax 
year 1983, $3.3 million in area income tax rebates v^^ere paid or ov^^ed to 
corporations. 

U.S. corporations operating in Guam are eligible for certain credits. 
Qualifying U.S. corporations operating in Guam may opt to claim the 
section 936 tax credit. For tax year 1983, U.S. corporations operating in 
Guam claimed about $1.7 million under this credit. Corporations that do 
not elect the credit may claim foreign tax credit against their federal tax 
liability for taxes paid to Guam. Data v^^ere not readily available on the 
amount of U.S. corporations' foreign tax credit claimed for taxes paid to 
Guam for tax year 1983, but 22 U.S. corporations claimed about $2.5 
million in such credits for tax year 1982. 

Had federal income taxes totally replaced Guam's income tax in 1983, 
the effects on Guam's government operations could have been severe. 
Guam collected $87.6 million for tax year 1983, including slightly over 
$25 million remitted by the federal government for withholdings on fed- 
eral employees who were Guam residents." Income tax collections repre- 
sented 38 percent of Guam's 1983 operating budget. Guam officials told 
us that, if this revenue were not recouped, government operations, 
including expenditures for education and infrastructure projects, would 
be negatively affected. 



Officials' Views on Extending The Guam legislature's vice speaker and the Planniiig Bureau director. 
Taxes along with business and academic representatives, told us that fully 

extending taxes would amount to "taxation without representation." 



^^While it allowed tax rebates by the Virgin Islands, the Internal Revenue Code in 1983 did not specif- 
ically allow Guam to rebate income taxes. However, in Ramsey v. Chac o, 549 F.2d 1335 (9th Cir. 
1977), che U.S. Court of Appeals for the Ninth Circuit held that the provisions of Guam law granting 
income tax rebates to eligible investors are not violative of Guam'o Organic Act, since the original law 
was impliedly approved by the U.S. Congress as provided for under section 19 of the Organic Act. 

* ^ Remittance of taxes withheld by the federal government to Guam was sizable in 1983 because ov^ 
10,000 active-duty military personnel and their families were stationed in Guam. Under the Tax 
Reform Act of 1986, U.S. agencies will not be required to withhold U.S. income taxes for U.S. employ- 
ees in the 'wswlcu areas if there is an agreement that allows the United States instead to withhold area 
income taxes. (Such an agreement can be made under title 5 of the U.S. Code). 
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Guam's governor, revenue and taxation director, and business conrimu- 
nity generally favored "delinkage" from the federal tax system (virhich 
was approved by the Tax Reform Act of 1986), They expressed a desire 
for flexibility in establishing their ovra tax system, leading to more reve- 
nue stability and a more competitive stance v^ith their Asian neighbors. 

Guam business leaders expressed less concern about the possibility of 
federal tax extension than did Puerto Rican or Virgin Islands business 
representatives. According to Chamber of Commerce officials, most 
companies v^^ere not profitable and thus v^ould not pay U.S. taxes any- 
w^y. Chamber and other business officials also noted that the section 
936 tax credit had not been of major importance in Guam. But Guam 
business representatives expressed concern about the impact of such 
tax changes on the area's ability to attract new businesses without being 
able to offer income tax rebates. Our long-term estimate of federal 
income tax revenues assiunes no change from estimated 1983 levels of 
corporate or personal tax revenues. 

Some business representatives said that, if Guam imposed an area 
income tax to compensate for lost operating revenue, the combined fed- 
eral and area taxes would have a severe impact. Imposition of sucli 
taxes, they said, could cause some businesses to fold, and others to 
increase prices on products and services. 

There were mixed views on the feasibility of making up lost revenue 
that would result from replacing area with federal taxes. According to 
the revenue and taxation director, some revenue could be made up 
through an area income tax. He added, however, that a tax saturation 
point would follow shortly because of Guam's low per capita income. 
Also, Guam's revenue might be increased by raising the area's gross 
receipts tax, he said, but noted that the legislature had been adamant 
about not raising this tax. Several officials suggested that lost revenue 
could be recouped by having the federal government pay property taxes 
or rent for the U.S. military's use of Guam land and facilities. 

Imposing an area tax in addition to federal income taxes would be politi- 
cally infeasible, the revenue and taxation director and a Guam legislator 
told us, noting that the governor had tried unsuccessfully for 3 years to 
invoke a 10-percent income surtax. The surtax was proposed to reduce 
the island's existing operating deficit. In addition, revenue bonds and 
spending cuts were seen as infeasible, as was asking the Congress for 
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more money during a period of budget cutting. The governor and legisla- 
ture members told us, hov^^ever, that it should be the federal govern- 
ment's responsibility to make up the lost revenue. 



American Samoa Had federal income taxes been fully extended to American Samoa in 

1983, the federal government v^^ould have gained an estimated $14.3 mil- 
lion. This estimated federal revenue increase includes $10.6 million from 
corporate and $3.7 million from individual income taxes. In contrast, 
American Samoa's collections for tax year 1983 v^^ere $13.2 million, 
including $8.9 million from corporations*^ $4.4 million from individ- 
uals. The difference between our federal revenue estimate and actual 
area collections stems from differences betv^^een the U.S. and American 
Samoa tax systems. 

Partial or full exemption of certain corporations' income taxes under 
American Samoa's economic development program kept the area's cor- 
porate income tax revenue for tax year 1983 about $1.8 million less than 
federal income tax revenue would have been. To qualify, corporations 
must attempt to employ American Samoa residents so that they com- 
prise at least 75 percent of a corporation's work force. For tax year 
1983, four corporations received such ta:: exemptions. 

The area's income tax collections from businesses also were less than 
federal tax revenues would have been because the area allowed invest- 
ment credits for business property. Further, area revenue would have 
been higher had the government not agreed with the tuna canneries — 
the area's largest private sector employers — to exempt incorporated 
fishing vessels from area taxes on the vessels' income from selling fish 
to the canneries. Data were not available to determine the amount of 
revenue lost to American Samoa from these special tax provisions. 

American Samoa collected about $663,000 more in person-'*! income 
taxes for tax year 1983 than we estimate the federal government would 
have collected. The difference represented the absence of the earned 
income credit, the area's minimum 2-percent personal income tax and 
special tax exemption for certain tuna boat workers, and the investment 
credit. 

Had the federal incoiiie tax totally replaced the American Samoa tax in 
1983, many area residents — particularly those no longer having to pay 



^^Detail does not add to total due to rounding. 
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the minimum tax and those claiming the earned income credit — would 
have paid less income tax. On the other haiid, tuna boat virorkers and 
those claiming investment credits v/ould have paid more. 



According to American Samoa government and business officials, 
removal of the 936 tax credit and the area's authority to grant income 
tax exemptions vi^ould have severe consequences. Testifying before the 
Congress in July 1985, the governor stated that . . To repeal the pre- 
sent system of 'possessions' taxation v.ithout the substitution of mean- 
ingful incentives . . . poses a threat that the [tuna] canneries will leave 
American Samoa." 

American Samoa's governor and business officials also told us that U.S. 
tax extension might cause the tuna canneries to leave, which in turn 
could have disastrous effects on the area's economy. One-third of Amer- 
ican Samoa's einployment is dependent on the tuna industry. In addition 
to contributing the largest portion of the area's revenue through taxes, 
they said, the canneries have a major effect on other businesses on the 
island, which might be lost if the canneries left. Cannery representatives 
told us that tax exemptions were the major reason for locating in Ameri- 
can Samoa and loss of these incentives likely would cause them to leave 
the area. Lacking data to gauge these effects, we do not provide a long- 
term estimate of federal corporate or personal income tax revenues from 
American Samoa. 

Federal income tax extension would cause American Samoa to become 
more fiscally dependent on the United States, which was counter to area 
aspirations, the governor tuld us. He said that American Samoa, to 
demonstrate it wanted to stand on its own rather than depend on the 
federal government, levied a poll tax before it adopted its current tax 
system. 

The lieutenant governor questioned the legality of extending taxes to 
American Samoa, noting that the area had less than full representation 
in the U.S. Congress. Also, the Samoan Affairs Office's deputy secretary 
questioned the legality of the United States taxing Samoans, as they are 
not U.S. citizens. 

The area government took the initiative to develop its economy rather 
than relying on the United States to do so, the governor's assistant for 
business and economic affairs told us. One tool used to attract outside 
investments, he pointed out, was the tax exemption American Samoa is 
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empowered to grant. If federal taxes were extended, they would lose 
this tool, he said, and thus have to rely more on the United States to 
develop their economy. 

It would be difficult to impose an area income tax to compensate for 
revenue lost to federal taxes, American Samoa goverrunent officials told 
us. The governor did not belicive his government could cut spending, he 
said, because too many people would become jobless. Officials generally 
felt that the only practical alternative would be to request additional 
funding from the United States to help recoup lost revenues. 
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Extending federal welfare programs and income taxes to the insular 
areas are contioversial issues. While extending programs would sharply 
increase funds availabk for the needy, extending taxes would boost fed- 
eral and reduce area revenues. Area officials generally favored program 
extension, especially ssi, although some officials in each area expressed 
reservations about extending some programs, especially title IV-E foster 
care. Area representatives almost unanimously opposed extension of 
U.S. taxes. 

Program extension would bring about an estimated federal funding 
increase of about $1 billion and an estimated $90 million area cost 
decrease compare^' with 1984 levels. Fully extending the programs 
would allow for .agher benefits, expanded services, and (except in Medi- 
caid) more program participation. Also, many area residents, especially 
those in American Spinoa, would receive benefits and services from 
some programs for the first time. Area officials' views on these pro- 
grams were mixed, with the majority supporting extending most pro- 
grams for the potential benefits noted above. Concerns were expressed 
about cultural disruption, increased welfare dependency and work disin- 
centives, and potential alien immigration— which could increase the 
demand for welfare services and program costs. 

Our program estimates are bai>ed on conditions at ;he time of our review 
and program design changes envisioned by area p:licy makers at that 
time. To the extent these would change, our program cost estimates 
would change. For example, were areas to establish higher afdc pay- 
ment standards than those identified during our review, afdc costs 
would increase. Correspondingly, Medicaid costs would increase because 
the numbers of both "categorically needy'' and "medically needy'' 
eligibles would increase. Medicaid costs also would differ if areas elected 
program options causing their average benefit costs to be higher or 
lower than those of West Virginia— the state we used to estimate the 
areas' Medicaid costs. Changes in areas' economic conditions also might 
affect the demand for welfare services and, correspondingly, program 
costs. Finally, program costs might be affected by such legislative 
changes as the Immigration Reform and Control Act of 1986, which will 
increase the number of aliens entitled to welfare benefits. 

Had federal income taxes been extended in 1983, U.S. revenues would 
have increased about $2.7 billion and area revenues decreased about 
$1.4 billion — assuming business activity levels remained unchanged. 
Annual federal revenues could decline over time to $2.1 billion or less, 
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primarily because some U.S. businesses would close, relocate, or down- 
size their operations. Nearly all officials with whom we spoke opposed 
federal income tax extension, noting the potential adverse effects on 
area economies and government finances. 

To the extent actual business activity in the areas differed from our 
assumptions, our estimates of tax revenue would change. Unemploy- 
ment and economic slowdown resulting from reduced business activity 
could further reduce federal revenues and increase the demand for wel- 
fare. Also, were the areas to impose area iiicome taxes, (1) areas* reve- 
nues would decrease to a lesser extent than we estimated and (2) 
estimated federal revenue would decrease to the extent such taxes were 
deductible in determining federal tax liability. Finally, federal tax reve- 
nue would be affected by cuch legislative changes as the Tax Reform 
Act of 1986, which (as expected) likely would increase corporate tax 
revenue and decrease personal tax revenue. 

While the short-term net effect of program and tax extension could be 
an estimated increase in federal revenues and decrease in combined area 
revenues, GAG advises caution in using the program and tax estimates — 
given their susceptibility to variation. Smaller net federal revenue 
increases would result, for example, should extending taxes cause more 
businesses to relocate (thus increasing unemployment) and welfare ser- 
vices to be in greater demand than we estimated. 



Matters for 

Congressional 

Consideration 



There are inherent uncertainties involved in predicting the effects of 
fully extending welfare programs to the areas. Thus, should the Con- 
gress endeavor to make ci.anges in the programs, it may wish to con- 
sider extending one program at a time to an insular area or subarea on 
an experimental basis. Area views about the programs would ht useful 
in selecting such experiments. This would allow an opportunity to deter- 
mine the actual cost effects and the nature and extent of other effects. 
Such an experiment — only one of several options (block grants, other 
specially tailored programs, waivers of program requirements, etc.) 
available for serving the areas — could be done as part of proposed wel- 
fare reform legislation, if enacted. 



Similarly, should the Congress endeavor to make tax changes, it may 
wish to consider gradually increasing taxes — such as by partly reducing 
section 936 credits — to raise revenue to cover the cost of extending wel- 
fare programs. By so doing, taxes could be increased up to the cost of 
the programs, rather than totally eliminar.ing tax incentives and other 
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special treatment and possibly jeopardizing the areas' economies and 
operating revenues. In addition, should the Congress consider extending 
U.S. income taxes to area residents and corporations, it may wish to 
assess the propriety of such actions in view of the issues raised by area 
officials. 



We received comments from Puerto Rico's governor. Senate president 
and resident commissioner; the Virgin Islands' governor; Guam's 
speaker of the Legislature; and American Samoa's governor and Senate 
president. We also received comments from the Departments of Agricul- 
ture, Treasury, Interior, and hhs. Although we provided the opportunity 
to comment, we did not receive comments by the time of issuance from 
Puerto Rico's House speaker, the Virgin Islands' Senate president, 
Guam's governor, or American Samoa's House speaker. 



Puerto Rico The governor of Puerto Rico opposed our suggestion that the Congress 

may wish to consider gradually increasing taxes — such as by partly 
reducing section 936 credits — to raise revenue to cover the cost of 
extending welfare programs. He obsei-ved that such tinkering" with 
this highly successful tax provision, or even creating uncertainty about 
its continuation, would shut off new investment and hasten the depar- 
ture of existing firms. He noted that any suggestion to amend section 
936 to raise revenues appeared inconsistent with the report's assertions 
that federal tax benefits have been critical to Puerto Rico's industrial 
development and are likely to remain a major inducement for foreign 
^ investment. 

We disagree that our suggestion is inconsistent with other report state- 
ments and note that the suggestion clearly is made within the context 
that, should the Congress endeavor to extend taxes, it may wish to con- 
sider doing so in a gradual rather than complete manner. We are not 
advocating that the Congress extend either welfare programs or taxes. 
However, if the Congress endeavors to do so, this approach likely would 
affect the areas' economies and operating revenues less adversely than, 
for example, would eliminating tax incentives for business altogether. 

The governor said that our revenue estimates from full tax extension 
are overstated. He noted that the estimates do not account for the 
effects of the Tax Equity and Fiscal Responsibility Act (tcfra) of 1982, 
the Tax Reform Act of 1986, the tax effects of the potential migration of 
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businesses and jobs from the area, or Puerto Rico's possible retention of 
area income taxes and their deductibility from federal tax liability. 

We disagree. The report specifically acknowledges the possible effects of 
these and other matters on our estimates and otherwise qualifies the 
estimates as subject to variation and to be used v/ith due care. For 
example, the report explains that data were insufficient to allow a pro- 
jection of the tax effects that potential job losses may have, but specifies 
that such effects may occur and thus should not be disregarded when 
using the estimates. Also, although critical of our tax revenue estimates, 
the governor provided no alternative estimates, or additional data or 
suitable methodological bases for a(^justing or reexamining the 
estimates. 

The governor urged us to consider carefully the economic impact of 
repeal of section 936, as projected by ICF, Inc. In developing our esti- 
mates,- we studied a number of reports on this issue, including Benefit- 
Cost Analysis of Section 936 and Data and Assumptions Used, Benefit- 
Cost Analysis of Section 936 — both issued by ICF in September 1985. 
Although our methodology was somewhat similar to ICF's in estimating 
the nunber of firms, by industry, that would relocate outside Puerto 
Rico and the effect on federal tax revenues under full tax extension, the 
ICF methodology was not suitable for our study for a number of rea- 
sons. ICF assumed that some income from intangible assets would be 
sheltered from taxation, while we assumed, under repeal of section 936, 
full taxation of such income no matter where firms may relocate. More- 
over, while ICF provides several alternative estimates and assigns 
probabilities to their occurrence, we found little in the reports to vali- 
date the probabilities assigned to each estimate. 

The governor also said that, contrary to report statements, Puerto Rico's 
political relationship to the Uni*^ed States is not uncertain and, in fact, 
has been lesolved by the courts. He cited several court cases that have 
held that Puerto Rico is not a "territory" and thus not subject to Con- 
gress' plenary powers. We note, however, that other court cases have 
held that Puerto Rico's status is that of a "territory." Although the 
majority of the cases that have mentioned the issue support the position 
that Puerto Rico's political status has changed, that status has not been 
precisely defined. Moreover, no case has decided whether the United 
States can unilaterally alter the U.S-Puerto Rico tax relationship. Given 
these conflicting court opinions, we believe the issue has not been fully 
resolved. 
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Regarding program extension, the governor said that existing federal 
assistance does not satisfy the most basic needs of Puerto Ricans, noting 
that area residents w ' o would be eligible for ssi now receive $32 of 
monthly assistance compared with $314 in the United States. The gover- 
nor said that the amount of federal assistance for Puerto Ricans should 
be driven by need, just as for other U.S. citizens. The governor's views 
on this matter were incorporated in the report (see p. 35) along with 
those of other area policy makers. 

The president of the Puerto Rico Senate, noting the extreme sensitivity 
of the report's subject, said he opposed the report because it addressed 
an issue that their administration was not currently pursuing and came 
at a time when the area was trying to rehabilitate its economy and build 
unity among the area residents. Both he and the governor said that the 
prospective changes would have a disastrous impact on their economy, 
noting closed manufacturing plants, stifled industrial grovi1;h, increased 
unemployment and welfare dependence, migration to the United States, 
reduced capital, increased interest rates, and reduced government ser- 
vices — partly resulting from the area's inability to make up lost reve- 
nue. The report discusses area officials' views on many of these matters. 

The president's concerns were highlighted in an economic analysis of 
our report that he provided. An Analysis Of the General Accounting 
Office Report On 'Welfare and Taxes: Extending Benefits and Taxes To 
Puerto Rico, Virgin Islands, Guam, and American Samoa' (Revised) . The 
analysis, which reportedly was done using the Puerto Rico Senate's 
econometric model, narratively suggested that the adverse impact of 
fully extending income taxes and programs would be greater than we 
reported. For example, the consequent demand for welfare services 
would increase beyond our program cost estimates. The analysis also 
noted that our report did not explain fully our methodology for the long- 
term tax revenue estimate and that their evidence pointed to a radical 
change in the economy. 

We recognize that fully extending U.S. income taxes may cause certain 
economic impacts as well as an increased demand for welfare, but again 
we point out in this report that available data were insufficient to prop- 
erly gage or quantify these possible effects. In this respect, once again 
neither the Senate president's nor the governor's comments provided 
sufficient infonnation about the methodology and assumptions upon 
which their conclusions were based. Our methodology and each of the 
assumptions upon which our estimates are based are more fully dis- 
cussed on pages 21 and 143-144. 
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Although we did not request his comments, Puerto Rico's resident com- 
missioner also provided comments on the draft report. He criticized our 
review because it did not address the effects of extending all programs 
and did not adequately address the effects of extending the entire fed- 
eral fiscal system to Puerto Rico. As requested, our study's design and 
scope were limited io projecting the effects of six federal programs and 
income taxes to the areas. The resident commissioner also observed that 
the data in the report were outdated. The data we reported, however, 
were the most recent available at the time of our work. 

Several of his corcen:s appear to relate to the combined effects of pro- 
gram and tax changes. Specifically, he raised questions about the impact 
on Puerto Rico's debt as a result of losing local fiscal autonomy as com- 
pensation for equal treatment under federal programs. Similarly, he 
raised questions about the effects of eliminating section 936 of the U.S. 
tax code, in view of the uncertainty of whether (Congress would enact 
"advantages" (presumably fully extended programs) as compensation 
for the negative impac ' of the tax changes on Puerto Rico. The report 
was '.lot intended, however, to project the combined effects of program 
and tax changet>, and we advise caution in using the interdependent esti- 
mates or netting the effects because the individual cost and revenue 
estimates are subject to variation. 



Virgin Islands The Virgin islands' governor emphasized his vehement opposition to 

"tax retention" by the United States due to its potentially devastating 
effects — lost operating revenue, increased unemployment, and welfare 
participation. He aiso questioned the propriety and equity of the United 
States unilaterally taxing the Virgin Islands, especially when residents 
have no effective way to influence U.S. tax or other policy because they 
have no vote. Such taxation without voting representation, he pointed 
out, is not only wrong, but is as repugnant as it was '*to the drafters of 
the Declaration of Independence." 



Guam The speaker of Guam's legislature noted that U.S. income tax extension 

would have disastrous effects and create tremendous social trauma and 
characterized such a prospect as "taxation without representation." 
Also, he expressed concern that Guam's unique situation was not 
emphasized. While noting that changes in the area by federal initiatives 
such as improvements to the area's infrastructure and health and educa- 
tion programs had helped Guam, he asserted that U.S. contributions had 
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been sporadic and piecemeal He reiterated Guam's desire for full exten- 
sion of all six programs, including ssi, which already is available in the 
neighboring Northern Mariana Islands. But he noted that Guam's cur- 
rent need for federal assistance stems from earlier federal policies 
rather than the island's remote location and unique character. Specifi- 
cally, federal trade legislation and military land use caused the area to 
change from an agrarian to a monetary economy, he said, inhibiting 
growth, self-sufficiency, and independence. 

While some of these iss'ies were beyond the scope of our work, we 
included additional information in our report (see p. 12) to place Guam's 
unique historical and economic development in better perspective. 



American Samoa American Samoa's governor and the president of its Senate reempha- 

sized the area's opposition to program extension because of the potential 
adverse effects on their culture and tradition, increased welfare depen- 
dency, and work disincentives. Both said that benefits might be out- 
weighed by the social costs. However, the governor expressed American 
Samoa's continuing need for services provided by Medicaid in its current 
form to preclude welfare stigma and the administrative burden of fully 
extended Medicaid. But he suggested increasing the existing funding 
ceiling, saying that the preponderance of evidence justified its removal. 
The report discusses the various area officials' views on these matters. 

Both the governor and the president observed that a proportion of 
American Samoa's residents are aliens. The governor, noting existing 
economic and social hardships associated with these aliens, expressed 
concern that more aliens might migrate to the area to take advantage of 
fully extended welfare programs. But because alien residents might not 
qualify for the programs, the Senate president said, the program cost 
and participation estimates might be too high. 

Our report points out that we could not estimate, nor did the governor or 
president, the nun»ber of aliens that might migrate to the area. Also, it is 
uncertain how many of such aliens' immigration status would make 
them eligible for welfare benefits. Moreover, the Immigration Reform 
and Control Act of 1986 could affect aliens' eligibility for the programs, 
and the Act's applicability to American Samoa currently is uncertain. 
Thus, as the report points out, we were unable to ac^ust our program 
cost estimates to account for possible increased alien migration to the 
area. 
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Also, the president said, American Samoa's ''extended family culture" 
might create a situation where federal programs easily could be abused. 
For example, persons could easily claim numerous dependent children, 
absent spouses, and lack of household income, he suggested. Our data 
were insufficient to ac^just our estimates for these situations. 

Fully extending U.S. income taxes would be disastrous, both the Ameri- 
can Samoa governor and Senate president reiterated, especially if the 
tuna canneries relocated off the island. The governor said that area rev- 
enue, which had changed over the last few years due to tax law changes, 
would decline, undermining the area's chances for self-sufficiency, as 
would business activity, and unemployment would increase. Ultimately, 
he noted, the expected federal revenue would not increase. Instead of 
extending taxes, which might drive away businesses, the Senate presi- 
dent said, the area needed additional incentives to attract business and 
s**imulate economic growth. Our report discusses the various area offi- 
cial's views on these matters. 



Federal Agencies* According to the Department of Agriculture, our report did not show the 

Comments significance of Food Stamps in the areas and the counterpart Nutrition 

Assistance Program in Puerto Rico — which are an indication of the fed- 
eral commitment to the areas. While we did not analyze the comparative 
significance of the program,s in our report, we did show the actual and 
estimated expenditures and participation rates for each program in each 
area. Food Stamps and Puerto Rico's counterpart program were clearly 
the largest programs. We believe that comparison of these figures in 
table 1.1, which shows such selected characteristics as the areas' popu- 
lations, places the significance of the programs in perspective. 

The Treasury, in addition to providing technical comments, said that our 
long-term estimate of the revenue effects of tax extension was highly 
speculative and thus should be qualified and deemphasized. We believe 
the report properly characterizes the estimates, but did revise appendix 
V (see pp. 143-144) to explain more fully the basis for our long-term 
estimates. We also believe it is important for the Congress to understand 
that increased tax revenues — estimated at $2.7 billion for all four areas 
for 1983 — likely would be much smaller over the long term, after busi- 
nesses and the areas had time to fully react to such changes. 

Also, Treasury said our reference to "tax year 1983" is not clear and 
that corporate tax data used in the repoit do not reflect the effects of 
TEFRA. We have defined more clearly "tax year 1983" (see p. 21). Our 
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estimates largely reflect post-TEFRA tax data and we could identify no 
methodological basis for acyusting the relatively small portion of cur 
data that were pre-TEFRA. Thus, we added a qualifying statement to indi- 
r^te our estimates may be over- or under-stated depending on tefra's 
^'ffects. Treasury also observed that the significance of intangibles 
might be understated (see p. 143), and that our report did not consider 
the tax cost of transferring intangibles outside the United States. Under 
fully extended taxes, however, there would be no tax effect from trans- 
ferring intangibles because section 936 of the Internal Revenue Code— 
which currently allows special treatment for intangibles — would be 
eliminated. Treasury also said the report did not clearly indicate why 
we assumed area income taxes would be replaced by federal taxes and 
questioned our use of the 2.35 indir*^ct employment ''multiplier'' for sec- 
tion 936 credits in Puerto Rico. We clarified our rationale for not 
attempting to adyust our tax revenue estimates to reflect the possible 
continuation or establishment of area income taxes (see p. 21), and 
deleted our reference to that particular indirect employment **multi- 
plier" effect. 

Interior said it adamantly opposed fully extending additional programs 
or income taxes to the areas, citing the Department's objectives of pro- 
moting self-government and self-determination by the areas' residents. 
Interior suggested that areas would have difficulty meeting matching 
requirements; the bureaucracy to administer them would bankrupt the 
islands fiscally and morally; and area cultures would be adversely 
affected. We agree that these are all matters the Congress likely will 
have to weigh should it endeavor to extend progr ins and taxes. As Dis- 
cussed in the report, however, most area officials expressed to us a 
desire and need for additional, fully extended programs. 

Noting that the report was a fair and accurate description of the Depa* - 
ment's area programs, hhs' comments, for the most part, were technical. 
We did change the matters for congressional consideration (see pp. 73- 
74) to suggest that extending programs on an experimental basis could 
be done as part of proposed welfare reform legislation, if enacted, and 
noted such an approach is only one of several options for serving the 
areas' programmatic needs. 
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The six welfare programs covered by our review and their area counter- 
parts as they operate in Puerto Rico, the Virgin Islands, Guam, and 
American Samoa are described in this appendix. Each program descrip- 
tion includes its legislative authority, eligibility requirements, benefits, 
and funding arrangements. Selected program statistics are presented at 
the end of the appendix. 



SSI is a nationwide, federally fu^ 'ed and administered program through 
which income assistance is pro . .aed to persons who are age 65 or older 
or blind or disabled and whose income and resources are below specified 
levels. Cash payments are made directly to program participants, with 
no restrictions on how the funds may be used, ssi is available in the 50 
states, the District of Columbia, and the Northern Mariana Islands, ssi 
replaced federal/state programs-adult assistance programs through 
which cash assistance was provided to needy aged, blind, or disabled 
persons; these programs still exist in Puerto Rico, the Virgin Islands, and 
Guam. Neither ssi nor adult assistance programs are available in Ameri- 
can Samoa. 



Authority ssi was established in 1972 under Public Law 92-603 and become effec- 

tive January 1, 1974, as title XVI of the Social Security Act, as amended. 

Eligibility Requirements Program eligibility and benefits are based on federally established phys- 
and Benefits ical and financial criteria. To qualify, a person must have attained age 

65; be blind — have 20/200 vision or less in the better eye, with a correc- 
tive lens; or be disabled — unable to engage in substantial gainful activ- 
ity due to a medically detei mined physical or mental impairment 
expected to result in death or that has lasted or is expected to last con- 
tinuously for 12 months. In addition, the individual must be a resident 
of the United States and a citizen or alien lawfully admitted for perma- 
nent residence in the United States or under certain other conditions. 

The amount of income an individual may receive and be eligible for ssi 
benefits depends upon the person's marital status and type of income, as 
well as living arrangements. Income of an ineligible spouse living with 
an adult ssi applicant or recipient or the parents of a disabled or blind 
child under age 18 is generally deemed available to the applicant or 
recipient, after excluding funds needed for other household members. 
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When determining benefits, certain income is disregarded, including but 
not limited to 

• needs-based p^iyments made by a state or one of its political 
subdivisions; 

• $240 of any income, other than needs-based income; 

• infrequent or irregular unearned and earned income totaling less than 
$20 and $10 per month, respectively; 

• in the case of a blind person under age 65, $780 annually of earned 
income, plus half the balance, up to the maximum benefit, plus expenses 
related to earning the income and the cost of fulfilling a plan to achieve 
self-support; 

• in the case of a disabled person under age 65, $780 annually of earned 
income, certain expenses related to earning the income, half the balance 
not already disregarded, and the costs of fulfilling a plan to achieve self- 
support; 

• foster care payments for a noneligible child placed in the home by a pub- 
lic or nonprofit agency; and 

• one-third of the child support payment from an absent parent. 

For 1984, the maximum monthly benefit levels for persons living in 
their own household were $314 for an individual and $472 for a couple. 
Assuming a $240 disregard, the maximum annual income in 1984 for ssi 
was $4,008 for an individual and $5,904 for a couple, respectively, if 
receiving only social security, and $8,556 and $12,348 for individuals 
and couples, respectively, if receiving earned income. 

In 1984, if an individual lived with an essential person — generally one 
whose needs were considered in qualifying for former adult assistance 
program payments but who was not eligible for ssi, such as an ineligible 
spouse — an additional $157 per month vjds allov^^id. On the other hand, 
if the participant lived in another person's home and received such in- 
kind assistance as room and board, the participant's benefits were 
reduced by one-third. If the participant was institutionalized in a facility 
for which Medicaid pays most of the bill, his/her benefits were limited 
to $300 per year, or $600 if both husband and wife were eligible and 
residing in such a facility. Finally, persons in public institutions, excep' 
publicly operated community residences with fewer ^han 16 people, or 
temporary residents in a public emergency shelter ge>aerally were ineli- 
gible for ssi. 

Additionally, individuals and couples must meet resource criteria. In 
1984, an individual with an eligible spouse or living with an ineligible 
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spouse could qualify for ssi if, after excluding specified assets, his/her 
resources were no more than $2,250. For an individual without a 
spouse, the countable resources were limited to $1,500. The following 
are examples of assets excluded from resources in determining these 
limits: 

• The home and attached land; 

• Household goods and pei^sonal effects, with equity values not in excess 
of $2,000 (established by hhs); 

• An automobile, regardless of value, if necessary for employment or med- 
ical treatment or if modified for use by a handicapped person; if none of 
these **use" exclusions apply, the first $4,500 in m.arket value for one 
automobile (established Iby hhs); 

• Burial space; 

• life insurance, with a face value not in excess of $1,500; 

• Up to $1,500 of certain burial funds (the amount is reduced for up to 
$1,500 face value of any life insurance excluded from resources); 

• Up to $6,000 equity in property essential to being self-supporting pro- 
vided it returned at least 6 percent annually of the amount excluded; 
and 

• Resources (for up to 48 months) of blind or disabled persons set aside 
under a plan to achieve self-support. 

Certain individuals are deemed to meet income or resource require- 
ments. Resources of persons v/ho received adult assistance for December 
1973 and who have continued to reside in the state and have been con- 
tinuously eligiule for ssi are deemed within ssi requirements if they do 
not exceed the limit imposed by the adult assistance state plan in effect 
on October 1972. Similarly, anyone who received adult assistance and 
continued to meet the program requirements shall have disregarded the 
greater of (1) the allowable income disregards under ssi or (2) the for- 
mer adult assistance program. 

In 1984, average individual monthly benefit levels for the aged, blind, 
and disabled were $143, $224, and $230, respectively. For couples, aver- 
age monthly benefits were $222, $304, and $272, res'.pectively. 



Funding Arrangements ssi, which is lOO-percent federally funded, is an open-ended authoriza- 
tion for appropriations— it has no federal funding limit. 
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Adult assistance programs are formula grants* through which cash 
assistance is provided to needy aged, blind, or disabled individuals. 
Adult assistance programs are jointly funded by the federal and area 
governments and administered by the areas. Each area establishes its 
eligibility criteria and benefit levels within the limits of federal law and 
regulations and in accordance with a plan approved by hhs. 



Adult assistance programs are authorized by different titles of the 
Social Security Act, as follows: 

• Old Age Assistance - title I (42 U.S.C. 301, note), 

• Aid to the Blind - title X (42 U.S.C. 1201, note), 

• Aid to the Permanently and Totally Disabled - title XIV (42 U.S.C. 1351, 
note), and 

• Aid 10 the Aged, Blind or Disabled - title XVI (42 U.S.C. 1381, note).2 

Guam and the Virgin Islands operate separate programs for each needy 
group. Puerto Rico operates the combined Aid to the Aged, Blind, o/ Dis- 
abled Program. 



To receive f deral funds, areas are re^ -ed to have a'^'-'^t assistance 
plans, approved by hhs, which meet feaeral requirements set forth in 
applicable federal law and regulations. For example, the areas' plans 
must assure that adult assistance beneficiaries meet physical and finan- 
cial requirements. However, the areas have great flexibility h\ designing 
their programs. 

Federal law requires that adult assistance recipients meet physical crite- 
ria similax to ssi*s — be 65 years old, blind, or disabled. Blindness and 
disability are not defined, but federal regulations require the insular 
area plans to define theni and recommend definitions. 

The federal government prescribes overall requirements, but the areas 
establish specific income and resource eligibility requirements and bene- 
fit levels. The federal government requires the areas to consider all 



^Formula grant funds are generaUy allocated according to a distribution formula prescribed by law or 
regulations. 

^Title XVI of the Social Security Act as it existed prior to 1972 authorized states and certain U.S. 
insular areas to consolidate titles I, X, and XIV programs into one — the Aid to the Aged, Blind, or 
Disabled Program. 

RP 
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income and resources in determining eligibility, and sets forth the fol- 
lowing parameters for income disi^egards: 

Old Age Assistance - Up to $7.50 per month of any income may be disre- 
garded. The first $20 plus half the remainder of the first $80 per month 
of earned income may be disregarded. 

Aid to the Blind - The first $85 per month plus half the remainder of all 
earned income shall be disregarded. Income and resources related to 
achieving a plan of self-support must be disregarded for up to 12 
months and may be disregarded for up to 36 months. The first $7.50 per 
month of any income may be disre0< rded also. 

Aid to the Permanently and Totally Disabled - The first $7.50 per month 
of any income, the first $20 plus half the balance of the first $80 per 
month of earned income, and income and resources related to fulfilling a 
self-support plan for up to 36 months may be disregarded. 



Allowable disregards differ among the three areas. With respect to the 
aged program in 1984, all three areas aliowed the $20 disregard per 
month, plus half the remainder of the first $80 of earned income; only 
the Virgin Islands allowed an additional $5 disregard. For the blind, all 
three areas disregarded the first $85 of earned income, plus half the 
excess up to the maximum benefit; Puerto Rico and the Virgin Islands 
disregarded income md resources needed to fulfill self-support plans, up 
to 36 and 24 months, respectively, rnd the Virgin Islands allowed an 
additional $5 disregard. All three areas' disabled disregards were the 
same bf. their aged disregards, except the Virgin islands disregarded 
income and resources needed to fulfill a self-support plan for the dis- 
abled for up to 36 months. 

Through federal regulations, hhs sets forth basic r^^jource parameters. 
The potential participant's home, automobile, personal cxfects, and 
income-producing property may be excluded when d€ cermining compli- 
ance with resource limitations. Excluding those items, the amount of 
assets can be no more than $2,000 per individual. 

Resource limits varied for the areas in 1984. Puerto Rico allowed cash 
assets up to $2,000 per individual, in addition to the home, home fur- 
nishings, personal effects, livestor^k, and poultry used by the family, a 
car, and income-producing propei .y. The Virgin Islands allowed assets 
up to $500 for an individual or $1,000 for two or more persons, plus a 
life insurance policy with a face value up to $500, a home, household 
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furnishings, clothes, a car, personal effects, and ''reasonable" incor e- 
producing property. In addition to a home, personal effects, arid 
nonincome-producing property, Guam allowed assets up to $1,000 per 
household. 



Benefits Federal regulations require the establishment of a need and payment 

standard. A need standard is the amount of funds needed to meet daily 
living requirements. A payment standard is the percentage (u j to 100 
percent) of the need standard the area will pay. Each area establishes 
its own eligibility/benefit level. 

In 19S4, the basic monthly individual iieed standards for Puerto Rico, 
the Virgin Islands, and Guam was $64, $100, and $60 respectively. 
(Unlike ssi, adult assistance programs view persons individually, not as 
couples. Two qualified persons living together — married or not — would 
be eligible to receive double the areas' individual pa^^nent standards.) 

In addition, each area provided funds for special needs, which they 
define. Pueno Rico paid 50 percent < )f its recipients' shelter costs. Guam 
provided up to $85 per month for such special needs as shelter and atiU- 
ties. The Virgin Islands provided up to $75 per month for such special 
needs as nvirsing ^are and home repairs. 

Each area had a different payment standard. Puerto Rico paid 60 per- 
cent of its need standard; the Virgin Islands, 82 percent; and Guam, 100 
percent. 



The areas' adult assistance federal fmaiinial paiticipation rates were 75 
percent for benefits and training and 50 percent for other administra- 
tive costs. Federal funding for each area's combined expenditures for 
adult assistance, afdc, and title IV-E foster care was capped. 



AFDC is a formula grant to the 50 state District of Columbia, Puerto 
Rico, the Virgin Islands, and Guam through which cash payments ara 
provided for needy children (and their caretaker relatives) who are 
deprived of parental support. It is administered by each state and area 
in accordance with a plan approved by hhs. afdc is not extended to 
American Samoa. 
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Authority 



AFDC is authorized as title IV- A of the Social Security Act, as amended. 
(42 U.S.C. 601) 



Eligibility Eequirements 



TaMe 1.1: Coverage of Selected AFDC 
Options by Puerto Rico, the Virgin 
Islands, and Guam (1984) 



States and areas define need, establish income and resource require- 
ments, and set benefit levels within federal limits. 

AFDC assistance is provided to needy children, generally under 18, 
deprived of support because of their parents' continued absence from 
home, incapacity, deatli, or— at state and area option— unemployment 
of the principal wage earner. 

Generally, all persons 16 years of age or older who are receiving or 
applying for afdc must register for work and training. However they 
may be exempt from this requirement due to illness, incapacity, 
advanced age, full-time student status, remoteness from a "work incen- 
tive" program site, need to care for an ill or incapacitated member of the 
household, working at least 30 hours per week, or need to care for a 
child under 6 years of age. (In a two-parent family, one parent is oxempt 
if the second parent is registered for work.) afdc mothers must give up 
child support rights to the state or area. 

States and areas may opt to provide assistance to (1) two-parent fami- 
lies in which the primary wage earner is u ^employed, (2) certain 
pregnant women during their last 4 months of pregnancy, and (3) 18- 
year-oli children who are full-time students in a secondary or technical 
school and may reasonably be expected tc complete the program before 
reaching age 19. Additionally, emergency services may be funded, and 
coverage may be extended to ''essential persons" —individuals deter- 
mined essential to a recipient's well-being. The areas' coverage of these 
groups varies, as table I.l indicates. 







Area 




Option 


Puerto Rico 


Virgin 
Islands 




Serve families with unemployed person 


No 


No 


Yes 


Serve pregnant women with no other children 


No 


No 


Yes 


Serve 18-year-old students 


No 


Yes 


Yes 


Provide "emergency services" 


Yes 


Yes 


No 


Cover persons essential to recipients' well- being 


Yes 


No 


Yes 
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Generally, the gross income of any child or relative claiming afdc, 
including certain income of stepparents and the income of an alien's 
sponsor, deemed available to the applicant, mast be below 185 percent 
of the applicable need standard^ established by the state or area in 
which the applicant resides. Additionally, countable income — gross 
income minus disregards for earned and unearned income — must be 
below the applicable need standard. Some federally mandated income 
disregards in 1984 included 

• earned income of afdc recipient children who were full-time students or 
part-time students who did not work full time, 

• the first $75 of monthly earned income of any child or relative applying 
for or receiving afdc, 

• certain child and dependent care costs up to $ 160 per month per child or 
incapacitated person, 

• the first $30 of earned income not already deducted plus one-third of 
the balance up to the maximum time allowed, and 

• the first $50 per month in any child support payments. 

States also have the option to disregard certain other income of a depen- 
dent child, including up to 6 months of income from the Job Training 
Partnership Act.^ 

In addition to income criteria, AFDC applicants must meet resource 
requirements. The value of resources is limited to $1,000, excluding (1) 
a home: (2) an automobile with equity value up to $ 1,500, and (3) burial 
plots and funeral agreements valued up to $1,500 per person. 



Bensf its Cash payments generally are provided for families whose countable 

income is less than the payment standard.^ In 1984, 17 states (plus 
Guam) had payment standards equa' to their need standard for various 
size families; thuo, .payments to eligible f amihes amounted to the differ- 
ence between countable income and the need standard. In th^ ee other 



'^Need standard is the money amount a state or area determines is essential to purchase basic con- 
sumption items. The standard is related to the number of persons in the assistance unit. 

''The Job Training Partnership Act of 1932 (Public Law 97-300) provides formula grants for job train- 
ing and related assistance to e:x)nomically disadvantaged individuals and others who face significant 
employment barriers. 

^Payment standard is the maximum amount a state wiil provide to a family of a given size with no 
countable income and from which the state subtracts income to determine the family payment: it may 
be equal to or less than 100 pei cent of the need .«*tandard. 



Page 89 



90 

GAO/HRIV87-60 Welfare and Taxes 



Appendix I 

Descriptions of Six Federal Welfare Programs 
Reviewed and Area Counterparts 



States, such payments were made to smaller size families but were 
reduced for larger families. In the remaining 30 states (plus the District 
of Columbia, Puerto Rico, and the Virgin Islands), payments to all size 
families were less than full needs minus countable income, because the 
payment standard was less than the need standard. Table 1.2 shows 
applicable standards for the areas. 



Table 1.2: AFDC Need and Payment 
Standards for Puerto Rico, the Virgin 
Islands, and Guam (1984) 



Number of 
children plus 
caretaker 






Areas' 






Puerto Rico 


Virgin Islands 




Guam 


Need 


Payment 


Need Payment 


Need 


Payment 


1 


$112 


$56 


$154 $126 


$120 


$120 


2 


160 


80 


209 171 


165 


165 


3 


208 


104 


263 215 


210 


210 



-Kuerio Mico aiso pays perceni or ine recipient's shelter costs. Guam provides up to $145 per month 
for such special needs as shelter and utilities. The Virgin Islands provides up to $75 per month for such 
special needs as nursing care and home repairs. 



Funding Arrangements Federal afdc funding for states is open-ended, while federal funding is 

capped for areas' combined afdc, adult assistance, and title IV-E foster 
care expenditures. 

States and areas may request federal reimbursement using a prescribed 
formula or the federal financial participation rates for Medicaid. Cur- 
rently, all states use the Medicaid rate, which may legally range from 50 
to 83 percent, depending on per capita iiicome. For afdc reimbursement 
purposes, the areas' Medicaid rate is set by federal law at 75 percent. 
The reimbursement rates for state and area administrative costs is 50 
percent, except for planning, design development, and installation of 
certain mechanized claims processing and information retrieval systems, 
which are shared at 90 percent. 



Medicaid '^^^ Medicaid program is a formula grant available to the 50 states, the 

District of Columbia, Puerto Rico, the Virgin Islands, Guam, American 
SaiTioa, and the Northern Mariana Islands. Funds are provided for medi- 
cal assistance to low-income persons who are aged, blind, disabled, or 
members of families with dependent children. The program is essen- 
tially designed and administered by the states and areas, within federal 
limits and in accordance with plans approved by hhs. 
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Authority Medicaid was enacted in 1965 (Public Law 89^97) as title XIX of the 

Social Security Act, as amended (42 U.S.C. 1396). 



Eligibility Requirements States and areas must serve the categorically needy, including (1) recipi- 
ents of cash under adult assistance, ssi, mandatory ssi supplements, and 
AFDC and (2) individuals receiving foster care under title IV-E. 

In addition, they may serve individuals who meet the requirements to 
receive cash assistance, but do not receive cash. Also, services may be 
provided to persons who are aged, blind, disnbled, dependent children, 
caretaker relatives of dependent children, persons essential to ssi recipi- 
ents, or certain pregnant women and whose income and resources are 
insufficient to meet medical costs. This last group — the **medically 
needy" — generally (but not in the areas) may not have gross income in 
excess of 133-1/3 percent of the state's afdc payment standard for a 
family of the same size. 

Puerto Rico, the Virgin Islands, and Guam have opted to serve 

• persons eligible for but not receiving adult assistance or afdc; 

• persons in a medical facility who, if they left the facility, would be eligi- 
ble for cash assistance; 

• the spouse of an adult assistance recipient who is living with the recipi- 
ent and determined to be essential to the recipient's well-being; 

• all individuals under age 21 who would be eligible for afdc except t'lat 
they do not qualify as dependent children; and 

• individuals whiO would be eligible for adult assistance or afdc if the 
areas' coverage were as broad as allowed under the federal law, includ- 
ing families with unemployed parents. 

Puerto Rico arid the Virgin Islands also serve certain "medically needy" 
individuals who, except for income limits, would be eligible as cash 
assistance recipients or under one of the above optional groups. How- 
ever, such coverage is limited to (1) pregnant women, (2) individuals 
under 21, (3) caretaker relatives, (4) the aged, (5) the blind, (6) the dis- 
abled, and (7) eligible spouses of aged, blind, or disabled individuals. 
Guam stopped serving the "medically needy" in January 1985. 

Unlike states, areas are exempt from the requirement that the incomes 
of the "medically needy" be under 133-1/3 percent of the applicable afdc 
payment standard for a family of the same size. Historically, the areas 
also have been exempt from the requirement that beneficiaries be given 
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a freedom of choice of service providerr^ — a requirement for all states 
until 1982. 

A brief description of each of the three areas' income and resource crite- 
ria for the "medically needy'' follows. 

• Puerto Rico - The 1984 income limits for the **medically needy" — $3,750 
for one person and $4,800 for two, plus $900 for each additional per- 
son — was substantially above the area's $384 annual afdc payment 
standard per individual. The area's resource limit for "medically needy" 
individuals was $500, plus $100 for each member of the household. 
Exempted resources included the family's home, personal property, and 
income-producing real estate and other real property with a value up to 
$10,000. In addition, $500 for education, investment, or business could 
be exempted for a period of 1 2 months. 

• Virgin Islanc'^ - The Virgin Islands' "medically needy" income limit — 
$3,000 for one person, plus $500 for each additional person — was sub- 
stai>tially higher than its annual $1,515 afdc payment standard. A 
"medically needy" person could not have resources exceeding $1,500, 
plus $100 for each additional family member. (Real property other than 
a home and rental property in excess of $10,000 was considered a 
resource.) 

• Guam - Although the income limits for the "medically needy" (until 
Guam discontinued its "medically needy" program) were the same as 
those for the adult assistance and afdc programs, the limits on assets 
were different. Excluding a home, one vehicle, and basic essential items 
for day-to-day living, limits on assets were $1,200 for one person; $1,500 
for a family of two persons, plus $150 for each additional person up to 
seven; and $2,500 for a family of eight, plus $150 for each additional 
person. 



Benefits Benefits are provided in the form of medical services. At minimum, the 

following services must be provided to the individuals required to be 
served: 

• Inpatient hospital services; 

• Outpatient hospital services; 

• Rural health clinic services, consistent with local law; 

• Laboratory and X-ray services; 

• Skilled nursing facility services for individuals over age 21; 

• Home health services for those entitled to skilled nursing care; 
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• Early and periodic screening, diagnosis, and treatment for individuals 
under age 21; 

• Family planning services and supplies; 
- Physicians' services; and 

• Services of nurse-midwives, consistent with local laws. 

The areas provide most mandatory services to Medicaid eligibles. How- 
ever, Puerto Rico offers family planning services, limited skilled nursing 
facility services, and early and periodic screening and diagnosis services 
without claiming Medicaid federal financial participation. According to 
area officials, the Virgin Islands have no skilled nursing facilities; such 
services are provided to Medicaid eligibles in the hospital without claim- 
ing federal Medicaid reimbursement. 

At state and area option, other services may be provided, including pre- 
scribed drugs, intermediate care facility services, eyeglasses, dental ser- 
vices, and inpatient psychiatric care for individuals under age 21 or 
over age 65. 

States and areas may establish limits on the amount of medical care pro- 
vided. For example, states may limit the number of days of covered hos- 
pital care or the number of physicians' visits covered by Medicaid. They 
also establish the payment level for services, such as payments for phy- 
'^icians' visits or skilled nursing care. 



Funding Arrangements Federal funding for the Medicaid program in the states is open-ended; it 

is capped in the areas. The federal financial participa. ',on rate for states' 
Medicaid benefits (except family planning, which is reimbursed at 90 
percent) is based on a formula taking into account the state's per capita 
income, with limits that may be no lower than 50 percent and no higher 
than 83 percent. The rate for areas is set by federal law at 50 percent, 
up to the funding cap. The sharing rates for administrative expenses are 
75 percent for training, coriducting utilization review, and operating 
mechanized claims processing, information retrieval, fraud control, and 
hospital costs-determination systems; 90 percent for establishing the 
mechanized claims processing and fraud control systems; and 50 percent 
for the remaining administrative costs. 



The secretary of hhs may waive all requirements for American Samoa's 
Medicaid program except those that require funds be spent on allowable 
medical services, impose a ceiling on available federal funds, and lin^lt 
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the reimbuvsemerit rate. Under a unique program established under this 
authority in American Samoa, individuals do not have to meet income 
and resource criteria to qualify for Medicaid. Instead, all American 
Samoans receive medical services from the area's public health service 
providers at little or no charge. Medicaid reimbursement is based on an 
annual estimate of the number of American Samoa residents presumed 
eligible for Medicaid benefits— the number of persons who fall below 
the American Samoa poverty level, which is determined by the area gov- 
ernment. Total federal reimbursement is limited to the area's federal 
funding ceiling. 



Foster Care Foster care encompa^^.ses (I) maintenance payments covering the costs 

of food, clothes, shelter, daily supervision, and other necessities and (2) 
social services aimed at assuring adequate care of children away from 
home because both parents are absent, incapacitated, or otherwise 
unable to provide adequate care. Federally funded foster care is pro- 
vided in the states, the District of Columbia, and areas, except American 
Samoa. 



Federal foster care funding is provided under three titles of the Social 
Security Act: 

• Child Welfare Services - title IV-B (42 U.S.C. 620), 

• Federal Payments for Foster Care and Adoption Assistance - title IV-E 
(42 U.S.C. 670), and 

• Block Grants to States for Social Services - title XX (42 U.S.C. 1397). 



Title IV-B funds can be used for child welfare services aimed at protect- 
ing and promoting the welfare jf children, including foster care mainte- 
nance payments. Title XX funds can be used to provide a variety of 
social services, including foster care services other than maintenance 
payments. Title IV-E provides . inding for foster care maintenance pay- 
ments for children who otherwise would be eligible for afdc. There are 
nv federally mandated income or resource eligibility requirements for 
title IV-B and XX services. 



Funding Arrangements State and area funding levels for each of these programs vary and are 

based on formulas taking into consideration per capita income, the 
number of children in the state or area, and other factors. The federal 



Authority 



Eligibility Requirements 
and Benefits 
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sharing percentages for the three programs also vary, with title IV-B 
reimbursed at 75 percent and title IV-E program and administrative 
costs reimbursed at 75 and 50 percent, respectively. Title XX, which is a 
block grant, has no sharing arrangements. 



The Child Support Enforcement Program is designed to enforce the sup- 
port obligations owed by absent parents to their children and the spouse 
(or former spouse) with whom che children are living. The program 
encompasses locating abse*>t parents, establishing paternity, and 
obtaining child and spousal support. To locate parents and obtain sup- 
port, several types of enforcement tools may be used including garnish • 
ment of wages. Withholding of income tax refunds, and use of the courts' 
for enforcement of support orderr. The program is provided to the 50 
states. District of Columbia, Puerto Rico, the Virgin Islands, and Guam. 
It is not extended to American Samoa. 



Authority The program was est^Nished in 1975 (Public Law 93-640 as title IV-D 

of the Social Security Act, as amended (42 U.S.C. 651). 



Eligibility Requirements Child Support Enforcement services are offered to both afdc and ncn- 
and Benefits children. With respect to afdc families, recipients must assign to 

the states or areas any rights to support from any other person and 
must cooperate in establishing paternity for out-of-v;edlock children. As 
of October 1984, support payments except for the first $50 per monch 
have been collected by the state as an o^'^set for the afdc payments 
made to that family, 

Non-AFDC families who file applications for services must be given the 
same child support collection and paternity determination services given 
AFDC families. Non-AFDC families are charged an apj.licatior fee, which 
may v2 paid through state funds or recovered from the noncustodial 
parent. The state niust continue to provide child support services to 
families whose afdc eUgibility ends due to the receipt of child support 
payments, and no application fee may be charged. 



As of 1984, the federal government provided 70 percent of the cost of 
Child Support Enforcement on an open-ended basis. (The rate was 
reduced to about 67 percent ir 1386 by the Buanced Budget and Emer- 
gency Deficit Control Act of 1985.) States that elected to establish an 



Child Support 
Enforcement 



Funding Arrangements 
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automatic data processing and information retrieval system received 90 
percent federal funding for such expenses. In addition, there was an 
incentive system designed to encourage state and local government par- 
ticipation in the program. 



Food Stamp PrOfiram stamp program is designed to improve the diets of low-income 

^ ^ households by increasing their food purchasing power through the pro- 

vision of coupons, which may be used to buy certain food and food- 
stuffs. The program is available in the 50 states, the District of 
Columbia, the Virgin Islands, and Guam. A simpler, modified program 
operates in the Northern Mariana Islands. The Food Stamp Program was 
replaced in Puerto Rico in 1982 by the Nutrition Assistance Program. 
The Food Stamp Program is not extended to American Samoa. 



Authority The Food Stamp Program, which was established by the Food Stamp Act 

of 1964 (Public Law 88-525), has been revised several times, including 
substantial revision by the Food Stamp Act of 1977 (Public Law 95-113) 
(7 U.S.C. 2011). 



Eligibility Requirements Food stamp eligibility ts based primarily on financial need. Persons must 

meet federally prescribed income and resource criteria. In addition, able- 
bodied persons must register for work with certain exceptions, such as 
when they are (1) caring for children under age 6 or disabled persons, 
(2) subject to other program work requirements, (3) working 30 hours 
per week or earning minimum wages, (4) less than 18 year of age, or (5) 
disabled or elderly. U.S. citizens, aliens admitted for permanent resi- 
dence, and certain other aliens may qualify. 

Gross income criteria is anchored to the U.S. poverty level set by the 
Office of Management and Budget, which was $10,200 in 1984 for a 
family of four. The monthly gross income of applicant households — gen- 
erally all individuals living together and buying food and preparing it in 
common — with no disabled or aged members may not exceed 130 per- 
cent of the U.S. poverty level. Net income — gross income minus certain 
deductions — must be equal to or below 100 percent of the poverty level. 
Households containing persons age 60 years or older or disabled persons 
need not meet the gross income eligibility criteria, but must meet the net 
income criteria. 
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Deductions allowed in determining countable income depend upon 
whether the household contains disabled or elderly persons. If it does 
not contain such persons, deductions for 1984 included: 

• an inflation-indexed standard deduction of $95 per month (higher for 
Alaska, Hawaii, the Virgin Islands, and Guam); 

• 18 percent of all earned income; 

• up to $134 per month of the actual costs of child and/or dependent care 
that is necessary; and 

• monthly shelter costs in excess of 50 percent of household income after 
other income deductions are applied. (The shelter deduction alone or in 
combination with the dependent care deduction shall not exceed the 
$134 monthly limit on the deduction for dependent care costs. This 
deduction is higher for Alaska, Hawaii, and Guam, and lower for the 
Virgin Islands).^ 

Households containing elderly or disabled persons are allowed the same 
deductions, except (1) the excess shelter cost deduction is unlimited and 
(2) monthly medical expenses above $35 are disregarded. 

In addition to income limite, households may not have liquid assets val- 
ued at more than $1,500, or $3,000 in the case of households of two or 
more with an ' 'derly member. Liquid assets do not include business 
assets, the value of a residence, personal belongings, or the fair market 
value (up to $4,500) of a nonbusiness vehicle. 



Benefits coupons are provided to eligible households, based on countable 

income and the applicable ''thrifty food plan"— the cost of food in a par- 
ticular state or area required to feed a family of four, a(^justed for 
household size. (The "thrifty food plan" is higher for Alaska, Hawaii, 
the Virgin Islands, and Guam.) On the premise that a Food Stamp house- 
hold spends 30 percent of its disposable income for food, a household's 
Food Stamp benefit generally equals the amount by which the Thrifty 
Food Plan exceeds about 30 percent of its countable income. (The offset 
is 12.6 percent for each dollar of SSI income and 28.5 percent for each 
dollar of AFDC income.) In 1984, the average monthly Food Stamp bene- 
fit was about $43 per person. 

Food Stamp coupons must be used in authorized retail food and other 
stores to buy food products intended for home consumption under a 



^Effective May 1986, the dependent care and excess shelter deductions were separated and changed. 
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plan reviewed and approved annually by the Department. Such items as 
laundry or household supplies, pet food, cigarettes, and alcoholic bever- 
ages are not authorized purchases. Ck)upons can be used in Alaska to 
buy certain fishing and hunting supplies, and controls are placed on 
Food Stamp benefits in the Northern Mariana Islands to encourage the 
production and purchase of local commodities. 



Funding Arrangements 



Federal funds for the Food Stamp Program are open-ended. The federal 
government pays 100 percent of all Food Stamp benefit costs and 50 
percent of most administrative costs. 



Nutrition Assistance 
Program 



Puerto Rico's Nutrition Assistance Program is a block grant through 
which cash is provided to needy households to purchase food. In addi- 
tion, a small portion of the funds is used to stimulate agriculture, food 
production, and food distribution. The program is administered by 
Puerto Rico within funding and other limits established by the federal 
government and under a plan reviewed and approved annually by the 
U.S. Department of Agriculture. 



Authority 



The program was established by the Omnibus Budget Reconciliation Act 
of 1981 (Public Law 97-35X7 U.S.C. 2028). 



Eligibility Requirements 



Puerto Rico has discretion over the eligibility requirements and benefit 
levels applicable to its program. Residence, citizenship, and alien 
requirements are similar to those for Food Stamps. However, there are 
ome key differences. 

Puerto xt. maximum allowable monthly gross income limits, which 
varies dept. upon household size, are $449, $558, and $667, for 
families of two, onree, and four, respectively. Resource limits under 
Puerto Rico's program are $1,000 for households without persons over 
age 60 or disabled and $3,000 for households with such persons. House- 
holds may disregard a family car, income-producing vehicles, and other 
vehicles with a total value below the maximum resource limits. Addi- 
tionally, Puerto Rico's program contains no work requirement. 



Benefits 



Benefits are paid in cash and vary monthly. Because the program is 
capped, total monthly available funds are divided by total monthly 
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required funds to establish an a(^justment factor for recipients' benefits. 
Monthly benefits are a(^justed up or down depending on the previous 
month's factor. 

The method of calculating Nutrition Assistance Program benefits is simi- 
lar to that for the Food Stamp Program. The allowable disregards are 
deducted from gross income to determine countable income, and assis- 
tance is provided using a(^justed Food Stamp tables from 1982. 

Puerto Rico allows a standard deduction $40 per month plus 20 per- 
cent of earned income except in self-employment cases. Up to a com- 
bined maximum of $40 per month for shelter, child care, and/or disabled 
care also may be deducted. In the case of households with elderly or 
disabled persons, shelter expenses in excess of 50 percent of monthly 
ac^justed income may be deducted. In addition, up to $100 per month of 
monthly medical expenses may be deducted for households with elderly 
or disabled persons. 



Funding Arrangements Federal funding for administrative and benefit costs of food assistance 

in Puerto Rico is provided under one grant. It was capped at $825 mil- 
lion per year until Ck)ngress legislated annual increases to the authorized 
amount beginning in 1987. Funding ceilings were increased to about 
$853, $880, $908, and $937 million for fiscal years 1987, 1988, 1989, 
and 1990, respectively. Benefit costs are totally paid by the federal gov- 
ernment under Puerto Rico's program. Administrative costs are shared 
on a 50/50 basis between the federal government and Puerto Rico. 



The federal funding and participation levels in the six federal programs 
for 1984-86 are shown in tables 1.3 and 1.4. 
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Table 1.3: Federal Expenditures for Six ^^H^^HB 

Welfare Programs (1984-86) Dollars in millions 







Expenditures 




Program 


1984 


1985 


1986 


SSI 


$8,300 


$8,700 


$9,300 


AFDC 


8.600 


9.000 


9,300 


Medicaid 


20.100 


22.700 


24.700 


Foster care (title IV-E only) 


499 


498 


488 


Child Support Enforcement 


507 


571 


620 


Food Stamps 


11.579 


11.701 


11.698 


Totals 


$49,585 


$53,170 


$56,106 



Table 1.4: Participation in Six Welfare ^HH^^^^^^^H 

Programs (1984-86) Participants in thousands 







Participants 




Program 


1984 


1985 


1986 


SSI 


4.029 


4.138 


4.153^ 


AFDC 


10.900 


10.800 


10.800^ 


Medicaid 


22.419 


22.493 


22.524^ 


Foster care (title IV-E only) 


101 


100^ 


102^ 


Child Support Enforcement 


8.000 


8.401 


b 


Food Stamps 


20.900 


19,900 


19.400 



^Estimated. 
^Not available. 
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This appendix describes special U.S. tax provisions applicable to 
selected insular areas in 1987 and income tax systems in Puerto Rico, 
the Virgin Islands, Guam, and American Samoa in 1983 (the latest year 
for which tax data was available). Its purpose is to provide a frame of 
reference for analyzing the effects of fully extending federal income 
taxes to the four areas. 



Special U.S. Tax 
Provisions 



U.S. corporations operating in insular areas, like other domestic coi-pora- 
tions, are taxed on their worldwide income, including dividends, inter- 
est, and other income received from domestic and foreign subsidiaries. 
Ctorporations operating in insular areas, in addition to reducing their 
gross income by ordinary and necessary expenses of earning the income, 
may be entitled to other deductions and credits not available in the 
states. Most notably, such corporations' tax liability could be reduced by 
such credits as the section 936 credit and the foreign tax credit. The 936 
credit is a doUar-f or-doUar credit for taxes owed by qualifying corpora- 
tions on income from Puerto Rico and U.S. **possessions." To qualify for 
the 936 credit, the corporation must derive at least 80 percent of its 
gross income for the 3-year period immediately preceding the taxable 
year from insular area sources and ai least 75 percent from active trade 
or business conducted there.* The foreign tax credit is a doUar-for-doUar 
offset available for income taxes paid to foreign governments up to, but 
not exceeding, the U.S. income tax liability on the related foreign-source 
income. 



U.S. corporations also may deduct from gross income all or a portion of 
dividends received from certain corporations. The deduction for divi- 
dends generally is 80 percent. After a phase-in period starting as early 
as 1987, a corporation generally will be entitled to a 100-, 90-, or 70- 
percent dividends-received deduction. Corporations claiming the section 
936 tax credit can deduct 90 to 100 percent of dividends received.2 

Furthermore, the tax Code includes special rules for the allocation of 
income from intangibles by corporations claiming the section 936 tax 
credit. As a general rule, income from intangibles is taxable to the U.S. 



*In 1983, the trade or business criteria was 55 percent, in 1984, 60 percent, and in 1985 and 1986, 65 
percent. 

^Corporations affiliated with a section 936 corporation may receive a 100-percent deduction for divi- 
dends received from the section 936 corporation unless the payor was entitled to claim a dividends- 
paid deduction. In that event, the affiliated corporation could claim a deduction reduced to 90 percent 
of such dividends received. The percentage reduction is to be phased in at the rate of 1 percent a year 
for 10 years, beginning in 1987. 
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shareholders, although the corporation can **elect out" of the general 
rule under either a **cost-sharing" or a **50/50 profit split" option. These 
options provide a framework under which the subsidiary may claim 
some income from intangibles developed or purchased by its affiliated 
companies, while the U.S. parent corporation also recognizes some such 
income. The options apply to the products produced in whole or in part 
by the corporation. 

Area corporations generally are treated as foreign corporations for U.S. 
tax purposes. Nonetheless, the rules calling for a 30-percent tax on for- 
eign corporations' income do not apply to certain corporations in the 
Virgin Islands, Guam, and American Samoa. 

Generally, area residents are excused from U.S. taxes on their area- 
source income. Residents of Puerto Rico and American Samoa pay U.S. 
taxes on U.S.-source income and income effectively connected with a 
U.S. trade or business. Residents of the Virgin Islands also pay taxes on 
U.S.-source income, but may satisfy their U.S. tax liability by paying 
taxes to the Virgin Islands. Puerto Rico residents also pay U.S. taxes on 
income from foreign areas. Taxpayers residing in Guam during any part 
of the tax year pay taxes to Guam or the U.S. depending on their resi- 
dence on the laot day of their tax year. 



Area Income Taxes '^^^^^ ^^^^ area's income tax systems are very similar to the U.S. sys- 

tem. Puerto Rico's is significantly different. 



Puerto Rico Puerto Rico was given authority by the Revenue Act of 1918 to enact its 

own income tax system. In 1954, Puerto Rico adopted the system of tax- 
ation it used in 1983, generally patterned after the U.S. Internal Reve- 
nue Code of 1939. 

With respect to personal income taxes, Pue^o Rieo taxed worldwide 
income, with allowances for certain adjustments, standard or itemized 
deductions, exemptions, and credits. While some ac^justments, exemp- 
tions, deductions, and credits allowed by Puerto Rico were the same as 
those in the United States, some were different For example: 

• Puerto Rico allowed ac^ustments to gross income in 1983 only for busi- 
ness expenses, while the United States recognized moving expenses and 
other ac^ustments. But Puerto Rico allowed deductions for some items 
allowed as ac^ustments in the U.S. tax system. 
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• The United States allowed $1,000 for each exemption in 1983, while 
Puerto Rico's exemptions differed by filing status — married couples and 
heads of households got $2,000, and single taxpayers or married tax- 
payers living separately, $800. 

• Puerto Rico also generally allowed $800 for children or $1,000 for chil- 
dren in college, which it called credits, but which the United States 
treated as exemptions. The allowance is deducted from a(^justed gross 
income in determining taxable income under both the Puerto Rican and 
U.S. tax systems. 

• With respect to standard deductions, in 1983 the United States included 
$1,700 to $3,400 as a zero-bracket amount depending on the taxpayers' 
filing status. Puerto Rico, on the other hand, based its standard deduc- 
tions on taxpayers' incorae, with the deduction ranging from 10 percent 
of income under $10,000 to the greater of $4,500 or 5 percent of income 
over $75,000. In addition, Puerto Rico allowed taxpayers to claim spe- 
cial deductions along with their standard deduction* 

• Puerto Rico allowed some deductions not allowed by the United States 
(si;ch as for auto license fees) and some of the same itemized deductions 
but under different rules. (For example, Puerto Rico allowed a medical 
expenses deduction of 50 percent of all nonreimbursed costs over 3 per- 
cent of the taxpayer's ac^justed gross income, while the United States 
allowed expenses over 5 percent for medical costs.) 

• Puerto Rico allowed credit against tax liability for taxes paid to the 
United States, U.S. possessions, and foreign countries, while the United 
States allowed this and many other credits, such as the earned income 
credit. Puerto Rico, however, allowed deductions for some items recog- 
nized as credits on U.S. returns, such as child care expenses. 

Finally, Puerto Rico's individual tax rates were higher than the U.S. 
rates. For tax year 1983, Puerto Rico's graduated individual tax rate 
ranged from 10.26 to 67.55 percent;^ the U.S. rate ranged from 11 to 50 
percent.^ 

U.S. citizens who did not reside in Puerto Rico were taxed on Puerto 
Rico-source income only and allowed the same deductions and credits as 
residents. Generally, individuals or businesses paying fixed or deter- 
mined periodic amounts— such as dividends, interest, rent, and wages or 
salaries — from Puerto Rican sources to nonresident U.S. citizens were 
required to withhold 20 percent of these payments. To the extent this 



^The maximum tax rate was reduced to 50 percent effective January 1, 1986. 

''The maximum US, tax rate has been reduced to 38.5 percent for 1987 and 28 percent in 1988. 
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withholding exceeded the taxpayers' actual tax liability, the U.S. citizen 
had to file a Puerto Rico tax return for reimbursement. 

Nonresident aliens also were subject to Puerto Rico income taxes at the 
same rates applied to residents. Deductions were permitted only when 
connected with Puerto Rico-source income, and no personal exemptions 
or credits were allowed. Those not engaged in a trade or business were 
taxed at 29 percent of gross income up to $22,200 and at the same rates 
as residents above that amount. Any periodic income was subject to 29- 
percent withholding at the source. 

With respect to corporate taxes, in 1983 Puerto Rico taxed all Puerto 
Rican-rource income earned by U.S. and other foreign corporations and 
partnerships, and all worldwide income of Puerto Rican corporations 
and partnerships. The corporations could claim various deductions con- 
nected with earning income, including flexible depreciation. Flexible 
depreciation was allowed on property used in agricultural, construction, 
manufacturing, hotel, or shipping business, that could be depreciated 
without regard to useful life, subject to the restriction that flexible 
depreciation could not exceed 50 percent of the net profit determined 
without the deduction. This feature was not available in the federal 
income tax system. For tax year 1983, corporate tax rates were gradu- 
ated from 22 to 45 percent, as opposed to rates from 16 to 46 percent in 
the United States. 

Foreign and U.S. corporations engaged in trade or business in Puerto 
Rico were allowed deductions to the extent the deductions were con- 
nected with income from Puerto Rico sources. The tax rates were the 
same as those for Puerto Rico corporations. Such corporations not 
engaged in trade or business in Puerto Rico were subject to a flat tax of 
29 percent of Puerto Rico-source income withheld at the source. Income 
from dividends of corporation and partnership profits from businesses 
engaged only in the operation of hotels, manufacturing, shipping, or 
industrial development generally were taxed at 10 percent C*tollgate 
tax")« Dividends from other entities were subject to a 25-percent tax. 

Certain corporations doing business in Puerto Rico could qualify for sub- 
stantial income tax exemptions under Puerto Rican law. Puerto Rico's 
incentives under its Industrial Incentives Act of 1978 include partial 
exemptions from income taxes (up to 90 percent of industrial develop- 
ment income) as well as other benefits, such as property tax exemptions. 
To qualify^ corporations had to produce specified articles or provide 
specified services on a commercial scale. Exemptions were available 
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from 10 to 25 years, depending on the location of the corporation, with 
varying exemption ranges — 90 percent for years 1-5, and 75, 65y 55, and 
50 percent for year 6-10, 11-15, 16-20, and 21-25, respectively. Exemp- 
tions of up to 100 percent of income, provided under past legislation, 
were still in effect for some companies as well. 



Other Areas' Tax Systems 1983, the Virgin islands, Guam, and American Samoa income tax sys- 
tems were much like the U.S. system. By federal law, the Virgin Islands 
and Guam had to implement systems exactly as set forth in the U.S. tax 
Code — referred to as "mirroring'' the Code. Essentially, wherever 
**United States" appeared in the Code, the name of the area was substi- 
tuted. Taxpayers used the same forms (1040, 1120, etc.) in the Virgin 
Islands and Guam as in the states. 

American Samoa's system was required by Samoan law to-essentially 
"mirror" the Code, and U.S. tax forms or similar local forms were used. 
Nonetheless, taxpayers did not satisfy their obligation to file with the 
United States by filing with American Samoa. They paid taxes to the 
United States on U.S.-source income only, and paid taxes to American 
Samoa on Samoan-source income. But they received credit against their 
American Samoa tax liability for taxes paid to the United States. 



Virgin Islands The Virgin islands was required to "mirror" the Code — it had to operate 

an income tax system that followed the Code precisely. Accordingly, for 
the purpose of the Virgin Islands income tax generally "resident" meant 
a resident of the Virgin Islands; "domestic corporation," a corporation 
chartered in the Virgin Islands; and "foreign residents and corpora- 
tions," all others including U.S. residents and corporations. 

The U.S. tax Code provided exceptions to the general requirement that 
taxes in the Virgin Islands had to reflect U.S. income tax rules. For 
example, under the Virgin Islands "mirror" of U.S. taxation, income not 
connected with Virgin Islands business would be subject to a flat 30- 
percent tax for both nonresident aliens and foreign corporations. But 
the U.S. Code specifically reduced the flat rate for U.S. residents and 
corporations to 10 percent. 

In addition, while not extending section 936 credits to the Virgin Islands, 
the Code allowed the Virgin Islands to exempt from income taxes U.S. 
and Virgin Islands corporations that derived at least 80 percent of their 
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gross income from Virgin Island <:ources and 65 percent from active 
trade or business conducted in the Virgin Islands. 

Income tax rebates up to 90 percent, along with other benefits, were 
provided to qualifying corporations under the Virgin Islands' Industrial 
Incentives Program— established to promote economic development in 
the area. The program operating in 1983 was established in 1975 to 
promote the grovith, development, and diversification of the economy; 
develop human and economic resources; create employment opportuni- 
ties; promote capital formation; and preserve the environment. To qual- 
ify, a corporation had to meet investment, employment, and other 
criteria. Benefits, including the income tax exemptions, were available 
for 10 years, but could be extended to 20 years if benefits were 
decreased on a sliding scale down to 50 percent or extended for up to an 
additional 10 years for corporations locating in economically depressed 
areas. 

The Virgin Islands wPS given authority by the U.S. Congress to impose a 
1 0-percent income surtax, but the director of the Virgin Islands Bureau 
of Internal Revenue told us the aroFvS had never opted to impose one. 



Guam Like the Virgin Islands, Guam was required to **mirror" the Code— it 

had to operate an income tax system that followed the Code precisely. 
The U.S. Code allowed some differences, however, between the U.S. and 
Guam systems. For example, the Code simplified treatment of U.S. citi- 
zens in Guam by allowing them to pay taxes to Guam or the United 
States depending on where they lived on the last day of their tax year. 
U.S.-source income was considered domestic for Guam income tax pur- 
poses. Full credit was allowed for taxes paid to the United States, with- 
out regard to the foreign tax credit limitation, and taxes withheld by the 
United States could be claimed on the Guam return. 

The United States forwarded to Guam's treasury monies withheld from 
federal employees who were residents of Guam, including military per- 
sonnel based in Guam. This was a significant personal income tax reve- 
nue source to Guam, mostly due to the significant U.S. military presence 
in the area. The United States also withheld tax on pension payments to 
retired military and civil service employees who reside in Guam and on 
compensation paid to Guam residents in the U.S. armed services. 
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Just as it treated U.S, citizens as residents, Guam generally created U.S. 
corporations as domestic for purpose of taxation of income not con- 
nected with a U.S. business. A Guam corporation was not foreign to the 
United States if less than 25 percent of its stock was owned directly or 
indirectly by foreign persons and the source of at least 20 percent of its 
gross income was Guam. 

Like Puerto Rico and the Virgin Islands, Guam also had an incentives 
program through which benefits were provided to businesses to 
encourage investment. Corporations organized in Guam or the U.S. could 
qualify for rebates for up to 75 percent of their Guam income taxes. To 
qualify, a corporation had to meet minimum investment and certain 
other requirements, such as increasing employment, replacing imports, 
or creating needed facilities. The rebates could be allowed for up to 10 
years and could be renewed. 

Guam was given authority by the U.S, Congress to impose a 1 0-percent 
surtax, but the director of Guam's Department of Revenue and Taxation 
told us it never had done so. 



American Samoa Ii^ 1963, the American Samoan legislature adopted the U.S. Internal Rev- 

enue Cc e as its own tax system, but amended the Code to adapt it to 
local needs. While the American Samoan individual income tax rules and 
rates in 1983 were basically the same as in the United otates, there were 
some differences that arose from American Samoa's amendments and 
adjustments to its code. For example, American Samoa deleted the 
earned income tax credit provision contained in the Code and imposed a 
minimum tax of 2 percent of a filer's acyusted gross income. The acting 
manager of American Samoa's Tax Office told us the credit was repealed 
because it was too expensive. Moveover, American Samoa exempted the 
income of certain tuna boat workers. 

Likewise, the American Samoa corporate iunome tax basically "mir- 
rored" the U.S. tax Code, for the most part taxing corporations in the 
saxne way and at the same rates as the United States. Corporations 
doing business in American Samoa, however, could qualify for area tax 
exemptions. American Samoa provided tax incentives to corporations 
doing business there, allowing the governor to grant full or partial tax 
exemptions to corporations for up to ] 0 years. To qualify, a company 
had to attempt to employ residents of American Samoa to the extent of 
at least 75 percent of its total work force. 
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This appendix describes our methodology for estimating the costs of 
extending the SSJ, afdc, Medicaid, foster care, Child Support Enforce- 
ment, and Food Stamp programs to Puerto Rico, the Virgin Islands, 
Guam, and American Samoa on the same basis as the programs operate 
in the 50 states and the District of Columbia. The cost of extending these 
programs will be affected primarily by their designs as mandated by 
federal law and, where authorized, as initiated and controlled by the 
areas. In addition to American Samoa's having five of the six programs 
for the first time, fully extending the programs would have the effect of: 

• Replacing existing adult assistance programs with ssi in Puerto Rico, the 
Virgin Islands, and Guam, thereby (1) increasing the number of eligible 
persons by replacing area-established eligibility criteria with uniform, 
federally established criteria; (2) increasing benefit payments by replac- 
ing area benefit levels with uniform, higher federal benefits; (3) replac- 
ing the current fixed 75-percent adult assistance federal-sharing rate 
with SSI's 100-percent federal-funding rate; and (4) eliminating the fed- 
eral financial ceiling currently applicable to areas' combined adult assis- 
tance, AFDC, and title IV-E foster care expenditures. 

• Eliminating the federal funding restrictions on afdc in Puerto Rico, the 
Virgin Islands, and Guam by (1) converting the financing, which is cur- 
rently capped along with adult assistance and title IV-E foster care 
expenditures, into an open-ended authorization for appropriations, and 
(2) providing federal cost-sharing at Medicaid rates, which are based on 
per capita income, instead of the current 75-percent rate. 

• Applying the same rules to the four areas' Medicaid programs as are 
applied to state programs, including (1) generally limiting incomes of 
"medically needy" beneficiaries to 133 1/3 percent of the applicable 
AFDC payment standard, instead of applying the less restrictive income 
requirements currently in place; (2) establishing federal sharing rates 
for Medicaid expenditures using the same formulas that apply to states, 
instead of applying the current 50-percent fixed federal rate; and (3) 
eliminating the current funding ceiling. In addition, the "freedom of 
choice" Medicaid provision, which allows beneficiaries to choose their 
medical service providers, would be available to the areas. Areas histori- 
cally hpve been waived from this provision, which was required for all 
states until enactment of tefra in 1982. 

• Removing the federal funding ceiling on areas' title IV-E foster care pro- 
grams by (1) converting federal financing to an open-ended appropria- 
tion authorization and (2) reimbursing program costs at state-like 
Medicaid rates instead of the current fixed rate. 

• Reestablishing in Puerto Rico the Food Stamp Program, which was 
replaced by the Nutrition Assistance Block Grant Program in 1982, 
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thereby (1) removing the federal funding ceiling, (2) providing coupons 
instead of cash, and (3) applying eligibility criteria and benefit levels 
established by federal rules in place of those set by Puerto Rico. 

Changes anticipated by area policy-making officials reflect their overall 
perspectives on (1) the adequacy of existing programs and the need for 
program changes to better meet residents' needs, (2) relevant economic 
conditions, (3) area budget constraints, and (4) political philosophies. 
For example, area budget conditions could affect the availability of 
funds for sharing purposes and directly affect the afdc benefit levels in 
some areas, in turn influencing program participation and program 
costs. 

We assumed all areas would participate in all programs, despite indica- 
tions that most American Samoa officials did not want afdc, foster care. 
Child Support Enforcement, or Food Stamps, and wanted Medicaid only 
in its present form. Additionally, while most officials favored ssi, the 
governor did not see a need for it. Puerto Rico officials also indicated 
that Puerto Rico would not participate in the title IV-E foster care pro- 
gram. Our intention in developing the estimates was to provide informa- 
tion on the probable costs if the six programs were fully extended to the 
four areas as they currently operate in the 50 states and the District of 
Columbia. 

Generally, our estimates were based on 1984 data or, where these were 
unavailable, earlier data projected to 1984, and reflect the views of insu- 
lar area officials at the time of our fieldwork. 



Tit^t^ T imitntinn<=; ^^^^ estimates were based on available data. Some Census Bureau 

Uaia IjUlUlclllUIlb ^^^^ ^^^^ available, but the type and amount varied by area. For exam- 

ple, population data by age, income, and marital status — key informa- 
tion for determining ssi program eligibility and benefits — were available 
for Puerto Rico and the Virgin Islands, but only partly available for the 
other areas, causing us to make some assumptions in developing our 
estimates. Additionally, we could not consider the effect of clients' 
resources in determining eligibility because we could identify no useful 
client resource data — a key eligibility factor for the ssi, afdc, and Food 
Stamp programs. Similarly, because the data we identified on disability 
and blindness in the areas was of little value in determining program 
eligibility, we assumed the ratios of blind or disabled program partici- 
pants to aged participants in the areas were the same as in the states. 
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In addition, census information on area population characteristics, other 
than gross projections of the total population, is outdated. The latest 
data were generated during the 1980 census and reflect 1979 character- 
istics. Unlike in the states, census income data for the insular areas are 
not updated through Current Population Surveys,* With the exception of 
our SSI cost estimate, whenever 1980 census data were used to arrive at 
an estimate, we applied the areas* gross population projections to inflate 
the data to reflect 1984 circumstances. For our SSi estimate, we used the 
changes in nationwide ssi participation in Ue states. 

Only limited data were available in the areas as well. Program data 
available in Puerto Rico, the Virgin Islands, and Guam was of limited 
usefulness in estiraating program costs because current program data do 
not necessarily indicate participation under extended programs. More- 
over, American Samoa has only Medicaid program data. We did use 
information available from insular area population surveys, ad hoc 
studies, and other programs. 



Cost-Estimating 
Methodology by 
Program and Area 



Because the type and amount of data for each area and program dif- 
fered, as did the circumstances of each area, the cost-estimating method- 
ology varied by program, and often by area. In addition, depending on 
the availability of data different assumptions were sometimes applied. 
Our estimating framework was: 

Total program cost = Total benefits + 

administrative cost. 
Total benefit cost = Number of program participants x 
benefits per participant (or case). 
Total administrative cost = Training + 

general administrative + 
other administrative costs. 
Federal share of program costs = (Total benefit costs x 

applicable federal financial participa- 
tion rates) + 
(administrative costs x 
applicable federal financial participa- 
tion rates). 

Area share of program costs = Total program cost - 

federal share of program cost. 

^Current Population Surveys are Department of Labor-financed surveys carried out by the Census 
Bureau to update population information. 
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• Change in total program cost = Estimated program cost — 

current program cost. 

• Change in federal share of program cost =Estimated federal program 

cost - current federal cost. 

• Change in area share of program cost =Estimated area cost — 

current area cost. 



Supplemental Security Estimating the cost of extending SSI entailed estimating the number of 

Income additional program participants, estimating and applying higher feder- 

ally established ssi benefits for existing and new participants, and 
applying the federal sharing rate of 100 percent for program benefits, 
with no funding ceiling. Available information needed to estimate the 
cost of extending ssi varied significantly among the areas. Consequently, 
we used somewhat different cost-estimating methods, although Puerto 
Rico and the Virgin Islands were treated similarly. The methodology 
used to estimate administrative costs was the same for all of the areas. 

We used 1980 census data to estimate the number of area persons over 
age 65, by marital status,^ with incomes below the maximum ssi pay- 
ment level plus a $240 income disregard.^ We assumed that the percent- 
age of these income-eligible persons who would receive ssi benefits 
would be the same as the corresponding percentage in the United States 
(43 percent) based on actual numbers of ssi aged recipients.^ Because of 
a lack of income data on blind and disabled persons, we estimated the 
numbers of such persons who would receive ssi benefits in the areas by 
assuming that the ratios of blind and disabled recipients in the areas 
would be the same as the ratios of such recipients in the United States. 
We then projected the numbers of estimated recipients to 1984 using the 
respective changes in the same three categories of ssi recipients in the 
United States.^ 



^Mamed men were assumed to have wives 5 years younger based on 1980 census data for persons of 
Spanish origin over age 65. 

^We used the general disregard because less than 2 percent of aged SSI recipients have earned 
income. 

We grouped blind and disabled SSI recipients over age 65 with aged SSI recipients. 

^This projection resulted in an estimate that disabled recipients under age 65 would represent 48 
percent of all area SSI recipients. Under Puerto Rico's 1984 assistance program, such disabled persons 
accounted for 56 percent of all recipients. To the extent that Puerto Rico has a higher incidence of 
disability than the United States, our program cost estimate may be understated. 
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Benefits for aged recipients initially were set equal to the difference 
between their incomes from the 1980 census and the maximum ssi pay- 
ment standard.^ To estimate blind and disab)** 'benefits, we assumed 
that the ratios of the average area blind and disabled benefit levels to 
our estimated average aged benefit level would be the same as the corre- 
sponding ratios for actual SSI levels in the United States in 1979. All ben- 
efit levels were projected to 1984 using the respective changes in 
average ssi levels for the three groups of recipients in the United States. 
Total estimated ssi benefits^ for Puerto Rico in 1984 were obtained by 
multiplying the resulting benefit levels by the appropriate estimated 
numbers of recipients. 

The changes in federal and area costs were calculated by comparing 
existing adult assistance costs with total estimated ssi costs. Because SSi 
is 100-percent federally funded, the federal cost would rise by an 
amount equal to program increases plus existing program costs. Area 
costs would decrease to zero, resulting in reduced costs equal to their 
current share of adult assistance costs. 



Guam and American Samoa Census data on Guam and American Samoa were significantly less 

detailed than data available on Puerto Rico and the Virgin Islands. For 
example, data were not available on the marital status of aged persons 
by 5-year increments. For this reason, and considering that Guam's and 
American Samoa's economic, social, and population^ characteristics are 
similar to those in the Northern Mariana Islands (a remote insular area 
in the Pacific that participates in the ssi program), we based our esti- 
mates on actual ssi experience in the Northern Mariana Islands. Assum- 
ing the same average benefit levels as in the Northern Mariana Islands 
and ac^justing for differences between that area and each of the other 
two areas in income among the aged and in overall population growth 
from 1979 to 1984, we estimated the number of ssi recipients and total 
benefits for 1984 in Guam and American Samoa. 



^We assumed that persons with income were distributed evenly within income ranges. 

^Estimated benefits were reduced for persons living in Medicaid-approved facilities or with persons 
providing noncash support, such as room and bo?Jd, by assuming that the same percentage of esti- 
mated recipients would fall in these categories as fell in them in the United States in 1984 — 5.2 and 
5.6 percent, respectively. 

^We used civilian population for Guam because of the lai^e number of U.S. active duty military per- 
sonnel on the island, most of whom would r.ot qualify for SSI benefits. 
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We calculated the change in federal and Guam costs the same way we 
did for Puerto Rico and the Virgin Islands — federal costs would increase 
by the total program costs and Guam would save an amount equal to its 
current adult assistance program costs. With respect to American 
Samoa, only federal costs were affected because the area has n6 adult 
assistance program. 

SSI administrative costs were estimated by means of a methodology used 
by HHS's Office of Financial Resources. The estimate reflects (1) the cost 
of determining initial eligibility for new participants^ from the average 
cost per case in all states and areas plus (2) recurring costs for existing 
participants related to periodic redetermination of eligibility and routine 
case maintenance. 



Aid to Families With Estimated costs of fully extending afdc to the areas entailed determin- 

Dependent Children number of additional participants expected under the higher eli- 

gibility/benefit levels envisioned by area policy-making officials, 
calculating the benefits for current and new participants, applying 
higher federal sharing rates for program costs on an open-ended appro- 
priation authorization basis, and a(^justing costs for offsets expected 
through the areas' Child Support Enforcement programs. Different 
methods were used to estimate afdc costs among the areas, primarily 
because the type and extent of data available for the areas varied. 

The methodology for estimating afdc administrative costs was similar 
for each area except American Samoa. For Puerto Rico, the Virgin 
Islands, and Guam, we multiplied each area's average cost of adminis- 
tration per participant in 1984 by the total estimated number of pro- 
gram participants under the prospective program changes. For 
American Samoa, we used Guam's average administration cost per par- 
ticipant, and multiplied it by the estimated number of American Samoa 
participants. The administrative costs for all area were split on a 50/50 
basis between the area and federal government as are most administra- 
tive costs for the states. 



Puerto Rico We used census data on Puerto Rican family characteristics, including 

household composition, marital status, family size, age, and income. 



^In accordance with HHS*s suggestion, we assumed that persons who participated in the adult assis- 
tance programs would automatically be eligible for SSI, thus eliminating this group's cost associated 
with initial SSI eligibility determination. / 
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With this data, we estimated the number of single-parent families that 
would have received afdc in 1979 under the proposed higher payment 
standard,*^ taking reported income" and family size into account. We 
obtained a 1982 hhs study of actual 1979 afdc recipient characteristics, 
from which we estimated the proportion of cases at the existing pay- 
ment standard that were single-parent families. Assuming the same pro- 
portion would hold at the higher standard and accounting for different 
family sizes among cases with no adult, one adult, and two adults pre- 
sent, we estimated the total number of families and children that would 
have received afdc in 1979 under the new standard. We projected these 
numbers to 1984 assuming that Puerto Rico's overall population 
increase from 1979 to 1984 applied equally to all subgroups. 

To estimate the area's 1984 benefit costs under the new standard, we 
added the average 1984 afdc benefit per actual recipient in Puerto Rico 
to the full increase in maximum benefits (the difference between the 
existing and new standards) and multiplied the result by the number of 
actual recipients in 1984. To this amount, we added the cost of new 
recipients under the higher payment standard, assuming the same pro- 
portional increase in the number of recipients as we estimated for 1979 
and assuming that new recipients' incomes would be halfway between 
the two payment standards. To estimate the federal and area cost, we 
applied an 83-percent reimbursement rate — the maximum allowable — 
assuming Puerto Rico would opt to use the Medicaid reimbursement rate 
that would be applicable under fully extended treatment. We then sub- 
tracted actual 1984 afdc costs from estimated costs under the fully 
extended program to calculate the federal and area cost changes. 



Virgin Islands We used census income data from 1979 to estimate the number of Virgin 

Islands families below the existing afdc payment standard. We com- 
pared this with the number of families^^ that actually received afdc in 
1979, as reported in the 1982 hhs study. Based on the comparison, we 



'"Puerto Rico otficials told us they would raise their payment standard from 50 to 100 percent of the 
need standard, which would remain unchanged. 

"No acljustments for income disregards were made because, according to Puerto Rico officials, most 
AFDC recipients have no income other than AFDC, as is the case in the United States according to the 
March 1986 House Ways and Means Committee print, "Background Material and Data on Programs 
Within the Jurisdiction of the Committee on Ways and Means." 

^^We assumed that the numbers of families with income were evenly distributed within income 
ranges. 
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estimated that about 85 percent of the families who met the income cri- 
terion (some of who may not have been categorically eligible) had actu- 
ally received afdc benefits. 

Assuming this ratio would hold for our estimated number of families 
with incomes below the proposed higher payment standard,*^ we 
obtained an estimated number of persons who would have received ben- 
efits in 1979 under higher standard. We compared this number to the 
number of actual 1979 afdc recipients under the existing standard. The 
resulting proportion was multiplied by the number of actual afdc recipi- 
ents in 1984 to produce an estimate of 1984 afdc recipients under the 
new payment standard. 

To the cost chaiige we applied the Medicaid reimbursement rate that 
would be applicable under fully extended treatment — 83 percent, the 
maximum allowable, afdc 1984 costs were then subtracted from esti- 
mated costs to determine the Virgin Islands cost changes. 



Guam To estimate the cost of fully extending afdc to Guam, we used informa- 

tion provided by Guam from a 1984 study of the potential cost of 
extending the program there, with some significant a(^justments. We 
expanded the potential number of eligibles to include mothers not in the 
labor force; assumed an average family size of 3.75, which was the size 
of the average afdc Guam household in 1984; and used 100 percent of 
the proposed maximum need standard*^ envisioned by Guam officials as 
our income eligibility cutoff. To ac^just for differences between our esti- 
mate and the study estimate with respect to including women in the 
labor force, we estimated recipient rates for females in and out of the 
labor force by using actual 1984 afdc recipient data and data from the 
1982 HHS study of 1979 afdc recipient characteristics. Assuming these 
rates (17 percent for females in the labor force and 14 percent for 
females not in the labor force) would also apply at the higher need 
standard, we estimated the number of potential female recipients in 
Guam in 1984. 



* ^Virgin Islands officials said they would double the need standard, but continue to pay at the 
reduced rate of 82 percent. 

^'^In addition to the basic need standards, Guam also provides funds for special needs, up to a maxi- 
mum amount The proposed need standards developed by Guam were calculated taking special needs 
into account 
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To estimate benefit costs for 1984 afix) cases, we multiplied the number 
of families by the average 1984 afdc payment plus the average benefit 
increase identified in Guam's 1984 study. The cost of benefits for the 
new recipients was estimated by multiplying the number of new recipi- 
ents by the average benefit increase. To estimate federal and Guam 
costs, we applied the Medicaid reimbursement rate that would be appli- 
cable under fully extended treatment — 83 percent, afdc 1984 costs were 
subtracted from estimated costs to calculate the federal and area cost 
changes. 



American Samoa Using census data on American Samoa's general population characteris- 

tics, we identified the number of male and female heads of households 
with no spouse present and children under age 18. Because of the lack of 
income data for these families, and in the absence of an existing afdc 
program on which to base a recipient rate, we assumed that all of these 
families would be eligible for afdc. We estimated total afdc costs by tak- 
ing data from a 1982 study of the cost of living in American Samoa; 
ac^justing for inflation to 1984, using the U.S. Consumer Price Index; and 
assuming that 100 percent of this amount would be paid as afdc bene- 
fits.^5 Federal and area costs were calculated using the maximum Medi- 
caid sharing rate — 83 percent. 

Our estimate would be overstated to the extent participation is less than 
100 percent. Conversely, it is understated to the extent that no costs are 
included for eligible children living with relatives other than the parent, 
for which no information was available. 

Estimated afdc costs for each area were ac^justed to reflect offsets for 
collections through their Child Support Enforcement programs. As a 
condition of eligibility for afdc, recipients must assign child support 
rights to the state or area. Collections from absent afdc parents are used 
to offset afdc costs, after first passing some collections to the caretaker 
(up to $50 per month in 1984). 

Estimated offsets for Puerto Rico, the Virgin Islands, and Guam, which 
already have Child Support Enforcement programs, were based on past 
experience. We multiplied the actual 1984 average afdc collections per 
Child Support Enforcement case in each area by the estimated caseload 



*^We could not obtain a consensus on the level of AFDC benefits that would be paid in American 
Samoa because there is no current AFDC program and policymaking officials were reluctant to specu- 
late on the amount of benefits that would be paid under full extension. 
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increase tc estimate total afdc collections. (See this appendix for our 
caseload methc^.ology.) We identified the federal share by multiplying 
the estimated cases by tiie actual 1984 average federal share of total 
AFDC collections in each area. We identified each area share by multiply- 
ing the estimated coHecdons by the actual 1984 average area share 
(including incentive payments) of total afdc collections for each area. 

For American Samoa, which does not have a Child Support Enforcement 
program, we estimated the Anx: offset using the same methodology, 
except that we applied Guam's actual 1984 afdc average collections per 
case. We multiplied it by the estimated afdc Child Support Enforcement 
caseload in American Samoa. We estimated the federal and American 
Samoa share by applying Guam's shares. We used Guam as a base for 
our estimate because of the demographic similarity between Guam and 
American Samoa. 



Medicaid Medicaid estimates for Puerto Rico, the Virgin Islands, Guam, and 

American Samoa were based on the assumption that SSi and afdc would 
be fully extended to all four areas as envisioned by area officials, thus 
making participants in these programs eligible for Medicaid services as 
''categorically needy" individuals. The number of **medically needy" 
individuals is predicated on the requirement that the four areas would 
be restricted by fully extended Medicaid income limitations — income of 
**medically needy" individuals' generally may not exceed 133-1/3 per- 
cent of the areas' maximum proposed afdc payment standard for fami- 
lies of the same size. The number of **medically needy" individuals in 
Puerto Rico was estimated by using the 133-1/3 percent of the new afdc 
payment standard as the maximum income for eligibility for different 
size families. Because of the lack of income information for the Virgin 
Islands, Guam, and American Samoa, we used the afdc payment for the 
average family size to estimate the number of '^medically needy" indi- 
^dduals and applied the 133-1/3 percent **medically needy" income eligi- 
bility criteria. 

We assumed that, under fully extended Medicaid, areas' costs would 
approach states' costs, which are substantially higher. The changes in 
areas' costs would be affected by which of the numerous options they 
would adopt, not only with respect to who would be covered, but also by 
che types and extent of services allowed and payment levels. Because 
the exact design of areas' programs under fully extended Medicaid is 
unknown and in view of the areas' relatively low current average Medi- 
caid costs, we estimated the areas' program cost using the average 1984 
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benefit coot per Medicaid recipient in West Virginia — the state with the 
lowest average cost. Specifically, we multiplied the estimated number of 
''categorically needy'' ssi and afdc individuals who received cash, **cate- 
gorically needy'' afdc eligibles who did not receive cash, and ''medically 
needy" afdc eligibles by the average cost of services for each of these 
groups of Medicaid beneficiaries in West Virginia in 1984. 

For "categorically needy" ssi persons who do not receive cash, we 
applied West Virginia's 1984 average cost for ssi "medically needy" ser- 
vices—an option suggested by an official in hhs' Medicaid Statistics 
Branch of the Actuary Office. He suggested that we use this approach if 
we did not want to assume such persons would be in institutions. Many 
"categorically needy" noncash persons in the states receive skilled nurs- 
ing or intermediate care facility services— high-cost Medicaid benefits. 

We do not believe assuming such persons would be in institutions in the 
area is reasonable, partly because the areas' capacity to provide such 
services is questionable. For example. Virgin Islands officials told us 
there were no nursing homes in the area. While Puerto Rico has nursing 
homes, its reported Medicaid data provides no indication of iis capacity 
to provide such services because it does not seek federal Medicaid reim- 
bursement for required skilled nursing or optional intermediate care 
facility services. Also, we do not know whether the areas would elect to 
provide the full range of services to such people under fully extended 
Medicaid, especially in view of the potential high cost. 

To the extent the area would provide Medicaid services to ssi "categori- 
cally needy" noncash recipients at a level that would approximate costs 
in West Virginia or the states, our estimates could be understated sub- 
stantially. The average Medicaid cost for "categorically needy" noncash 
recipients is high— about $6,800 per recipient in West Virginia in 1984, 
in contrast with about $949 for "medically needy" ssi recipients. The 
estimates may be understated also because they do not include the cost 
of serving such mandatory groups as pregnant women during the last 4 
months of pregnancy. Further, the number of participants would 
increase if the areas opted for higher afdc payment standards or served 
groups not currently covered by afdc. 

Conversely, our estimates might be overstated. West Virginia currently 
offers certain services that the areas do not now provide and may not 
offer in the future, including podiatrist, psychologist, and inpatient psy- 
chiatric facility services. Also, the West Virginia cost reflects the aver- 
age cost per recipient, but is applied to the number of area residents 
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estimated to be eligible to participate in a fully extended Medicaid pro- 
gram. Because some eligibles may not require or receive Medicaid ser- 
vices, the average cost per recipient is higher than the average cost per 
eligible. Additionally, the areas' average Medicaid costs would likely be 
decreased if the areas continue to provide Medicaid services through 
public health providers by continuing waivers to the "freedom of 
choice" provision. 

The federal financial participation rates for each area were determined 
using per capita income data from the Bureau of Economic Analysis of 
the U.S. Department of Labor — the same source of information used to 
determine states' Medicaid rates. The rates reflect each area's per capita 
income as a ratio of the per capita income in all states.^^^ The resulting 
sharing rates were 83 percent for all areas. Federal and area cost 
changes for program benefits were calculated by multiplying applicable 
sharing rates by estimated program costs and subtracting current pro- 
gram benefit costs. 

Calculations of Medicaid administrative costs were based on the 
assumption that the average 1984 Medicaid administrative cost per 
recipient in Puert,o Rico, the Virgin Islands, and Guam would be the 
sanrie under fully extended Medicaid. These average costs were multi- 
plied by the estimated number of Medicaid beneficiaries. For American 
Samoa, v/e used the average 1984 administrative costs in Guam. Ameri- 
can Samoa was unable to provide us with Medicaid administrative costs 
for presumed Medicaid eligibles in 1984, and its current existing pro- 
gram is too different from fully extended Medicaid for comparison. 



Foster Care Foster care title IV-E benefit costs were calculated using the number of 

children from our AFDC recipient estimate. Only Guam provided informa- 
tion on the percentage of AFDC-eligible children that the government 
believes need foster care services. For the other areas, we assumed that 
the percentage of afdc children in foster care in the United States in 
1984 (1.4 percent) would have been the sjme in the areas. We applied 
this rate to the estimated number of afdc children in each area to iden- 
tify estimated numbers of afdc children that would receive foster care. 



*^T!ie areas were excluded from tlie base for this calculation because applicable law requires the base 
to include only the continental United States (including Alaska) and Hawaii. 
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For Puerto Rico, the Virgin Islands, and Guam, we multiplied the result 
by the average monthly maintenance payments under the areas' pro- 
grams for 1984. For American Samoa, we multiplied the estimated 
number of foster care cases by the payment that officials told us would 
be needed to cover the needs of foster care children. Our estimaie is 
likely understated because Puerto Rico and Virgin Islands officials told 
us that foster care maintenance payments would increase under full 
extension, but did not specify by how much. Guam raised its mainte- 
nance payments in 1985. 

With respect to titles IV-B and XX, we assumed that Puerto Rico and the 
Virgin Islands would continue to spend the same amount of title IV-B 
funds for foster care as Uiey spent in 1984; the areas spent no title XX 
funds on foster care. Guam consolidated title IV-B along with two other 
programs under its title XX program and used some funds for foster 
care administrative purposes in 1984; we assumed the area would con- 
tinue to spend the same amount of title XX funds for foster care admin- 
istrative purposes. For American Samoa, we assumed that the total 
number of children who would receive foster care under title IV-B would 
be equal to (1) the actual average monthly number of children in foster 
care homes in 1984 paid with area funds plus (2) the average monthly 
number of child abuse and neglect cases handled by the area's Human 
Services clinic. From this, we subtracted the number of children we esti- 
mated would be eligible for title IV-E foster care. We assumed that the 
monthly foster care payment for these children would be equal to the 
monthly foster care payment used in our title IV-E estimate. We multi- 
plied the average monthly payment by the estimated number of non- 
AFDC foster care children. 

Federal and area shares of benefits were calculated for all four areas by 
applying the Medicaid reimbursement rate under fully extended treat- 
ment — 83 percent. 

Our method for estimating foster care administrative costs was the same 
for all four areas. We assumed the ratio of benefit costs to administra- 
tive costs in the areas would be the same as the ratio in the United 
States in 1984. We used our estimated benefit costs to project adminis- 
trative costs, as well as total title IV-E costs, for each of the areas. 

Administrative costs are shared at 50 percent, except training costs are 
shared at 75 percent. In 1984, the federal government paid 50.51 per- 
cent and states paid 49.49 percent of administrative and training costs. 
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We applied these rates to our estimated t'i .le IV-E foster care administra- 
tive and training costs in each area to estimate federal and area costs. 



Child Support Puerto Rico, the Virgin Islands, and Guam currently are treated like 

Enforcement states for purposes of the Child Support Enforcement program. Our er^i- 

mated Child Support Enforcement costs for each of these areas are 
equal to the actual 1984 costs, increased to reflect increases in afdc par- 
ticipants under fully extended afdc. Areas' afix: caseload would 
increase because afdc recipients must assign child support rights to the 
states or areas. 

To estimate the increased Child Support Enforcement costs, we first 
divided the number of actual 1984 Child Support Enforcement cases for 
each area by afdc participants in each area to determine the ratio of 
afdc Child Support Enforcement cases to afdc participants in each area. 
Applying this ratio to the additional afdc participants in each area esti- 
mated under fully extended afdc, we identified the new area Child Sup- 
port Enforcement caseload. Multiplying each area's new caseload by 
each area^s average cost per case (total Child Support Enforcement costs 
for each area divided by total cases for each area) yields each area's 
increased Child Support Enforcement costs. We estimated the federal 
share of each area's cost by multiplying the cost increase by the actual 
1984 ratio, which was derived by dividing the 1984 federal share of 
Child Support Enforcement costs in each area by the total cost in each 
area. The areas' share of the cost increase was estimated the same way. 
Our Child Support Enforcement cost estimates for the areas do not 
reflect ac^ustments for any new afdC participants that may have 
already received Child Support Enforcement services on a voluntary 
basis. 

We based our Child Support Enforcement cost estimate for American 
Samoa on our estimate of the number of potential afdc recipients there. 
Using a ratio from a recent gag report for which a limited sample of 
AFDC cases was analyzed to determine the proportion of afdc children 
who are also included in Child Support Enforcement caseloads in the 
states, we estimated the number of afdc children in American Samoa 
who we believe also will require Child Support Enforcement services. To 
this, we added the number of American Samoan divorce cases in which 
support was awarded, assuming all would need Child Support Enforce- 
ment services. After identifying the number of potential afdc and non- 



» ^ Child Support. Need to Improve Efforts to Identify Fathers and Obtain Support (G AO/I I RD-87-37). 
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AFDC cases, we calculated the cost of operating a Child Support Enforce- 
ment office to administer the program in American Samoa. Using infor- 
mation provided by hhs concerning the number and types of staff that 
would be needed to carry out a program of this size, and applying salary 
and operating cost infonnation provided by American Samoa officials, 
we estimated the cost for 1984. 

Federal and American Samoa shares were calculated by applying the 
1984 federal reimbursement rates applicable to states— 70 percent. The 
federal reimbursement rates were reduced to about 67 percent in 1986 
as a result of the Balanced Budget and Emergency Deficit Control Act of 
1985. 



Food Stamp Program Guam and the Virgin Islands currently are treated like states under the 

Food Stamp Program. Consequently, our cost estimates for these areas 
are equal to their actual 1984 Food Stamp Program costs less offsets 
(discussed below) for increased ssi and afdc income. Our estimating 
methods for Puerto Rico and American Samoa follow. 



Puerto Rico Our Food Stamp Program estimate for Puerto Rico is based on a Depart- 

ment of Agriculture estimate of the federal cost of implementing the 
program in Puerto Rico in fiscal year 1986. We a(^justed the estimate to 
1984 using the U.S. Consumer Price Index. We assumed that the number 
of persons eligible for Food Stamps, as well as the cost of administering 
the program, would be the same as in 1982 (ac^justed for inflation) when 
Puerto Rico most recently participated in it. Costs of special projects 
that are unique to Puerto Rico's Nutrition Assistance Program were not 
included in our Food Stamp cost estimate. 



American Samoa Using data from the 1980 census, we estimated the number of persons 

eligible for Food Stamp benefits from the number of persons whose 
income fell below the poverty level established by the Office of Manage- 
ment and Budget, ac^usted to reflect the American Samoa population in 
1984. (No ac^ustments were made for persons ineligible because they 
did not meet asset criteria, as no data were available on assets of poten- 
tial American Samoan participants.) Average benefits for Food Stamp 
recipients were set at the average monthly Food Stamp benefit in Guam 
in 1984. We did this because of the demographic sirailarity between 
American Samoa and Guam. We multiplied the average benefits by our 
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estimated number of participants to estimate benefit costs. Program 
benefit costs would be 100-percent federally funded. 

Our estimate of administrative costs in American Samoa was developed 
by multiplying Guam's average Food Stamp administrative cost per par- 
ticipant in 1984 by the estimated number of Food Stamp recipients in 
American Samoa. Administrative costs would be shared equally by the 
areas and the United States. 

Estimates for each area were ac^usted to reflect offsets resulting from 
increased ssi and afdc income, which is counted in determining the 
amounts of recipients' Food Stamp benefits. According to Department of 
Agriculture officials, for each dollar of ssi and afdc income received, 
1984 Food Stamp benefits were reduced 12.6 and 28.5 percent, respec- 
tively. Assuming all ssi and afdc recipients also receive Food Stamp ben- 
efits, we multiplied the applicable factors to the increase in ssi and afdc 
benefits in each area and subtracted the result from their Food Stamp 
costs. 
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A tax credit authorized by section 936 of the U.S. Code, allows certain 
U.S. companies to elect exemption from federal tax on income from 
Puerto Rico, the Virgin Islands, Guam, and American Samoa. Such tax 
provisions are intended to encourage U.S. corporations to engage in 
trade and business in these areas to promote industrial development and 
particularly employment-generating activities. This appendix (1) 
reviews the background of the section 936 tax credit and its influence on 
the Puerto Rican econoniy and (2) examines the alternatives that would 
be available to corporations were the credit repealed for Puerto Rico. 

Our analysis in this appendix is limited to the credit as it affects Puerto 
Rico, as the greatest potential for revenue shifts under the prospective 
tax changes addressed in our study would come from U.S. corporations 
claiming the credit in that area. In tax year 1983, U.S. manufacturing 
corporations that operated in Puerto Rico received over 99 percent of 
section 936 tax benefits. Throughout the analysis, we make reference to 
various studies regarding Puerto Rico from which data and statistics are 
cited. They are identified in appendix VI. 

The Department of the Treasury has suggested in its Fifth Report on the 
Operations and Effect of the Possessions Corporation System of Taxa- 
tion that the credit provision affords tax benefits that are excessive in 
view of the number of jobs created by U.S. corporations in Puerto Rico. 
Treasury has estimated that repealing the provision there would gener- 
ate tax revenues equal to amounts that U.S. corporations claimed as 
credits. Others have warned, however, that repealing the credit would 
adversely affect the Puerto Rican economy by aggravating its unem- 
ployment problem, likely would not produce large revenue gains for the 
U.S. Treasury, and could result in higher federal payments for Puerto 
Rican social programs. 

Differing views about repealing the credit stem largely from differing 
assumptions about potential corporate responses to its repeal and differ- 
ing assessments of the possible effects of unfavorable business 
responses on Puerto Rico's economy. 



Purpose 
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Historical Background 
of the Section 936 Tax 
Credit 



Tax exemption provisions in the Code for U.S. corporations operating in 
U.S. possessions were first enacted in 1921. These provisions were origi- 
nally adopted primarily to reduce the tax disadvantage of U.S. compa- 
nies operating in the Philippines and competing with foreign companies.* 
They were applied to other U.S. insular areas, exempting qualifying cor- 
porations from federal taxes on all income derived from these areas. 

These federal tax provisions remained largely unchanged until recent 
years, with the enactment of the Tax Reform Act of 1976 and tefra in 
1982. 



The 1976 act left intact the credit on income derived by U.S. corpora- 
tions from operations in possessions and exempted from taxation divi- 
dends repatriated by a qualifying corporation to its U.S. parent 
corporation. But, to prevent the avoidance of tax on income invested in 
foreign countries by such corporations, the Tax Reform Act eliminated 
the exemption for income derived outside the possessions. These 
changes were effected by removing these corporations from section 931 
of the Code ("Income from Sources within Possessions of the United 
States") and placing them in a newly created section 936 — "Puerto Rico 
and Possessions Tax Credit." 

Amendments to section 936, as introduced by tefra in 1982, reflected 
concerns that corporations operating in the United States were shifting 
substantial income from such intangible assets as patents and trade- 
marks to their affiliates in Puerto Rico to increase the tax savings pro- 
vided under section 936.^ 



The 1982 act provided that, as a general rule, income from intangibles is 
taxable, but a qualifying corporation can "elect out" of the general rule 
if it shares the cost of developing the intangibles or splits the profit 
(income) from intangible assets equally with its parent company. The 
act also imposed stricter tests for these corporations to qualify for the 
section 936 tax credit. 

In 1983, to qualify for the section 936 credit, a corporation had to derive 
80 percent or more of gross income from a U.S. area, and 65 percent or 



*The foreign concerns were substantially free from paying taxes to their governments on income they 
produced in U.S. areas. 

^For example, a pharmaceutical company might develop a patentable drug in its U.S. laboratory and 
transfer the patent to its wholly owned subsidiary in one of the areas. The corporation would pro- 
duce in whole or part the patented drug and claim the income from the patent as income subject to 
the credit. 
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more of gross income had to come from the active conduct of a trade or 
business there.^ Like other U.S. corporations, qualifying corporations 
were subject to federal tax on their worldwide income. The credit, how- 
ever, fully offsets the federal tax on income from a trade or business in 
U.S. possessions and from qualified investment income from these areas. 

Qualifying corporations were usually organized as subsidiaries of U.S. 
parent companies. The advantage was that in 1983, U.S. parent corpora- 
tions could offset dividends received from the area subsidiaries with a 
100-percent dividends-received deduction, which freed the dividend 
income from federal tax. 

In addition, certain qualifying corporations benefited from tax exemp- 
tions under Puerto Rican laws. Puerto Rican tax incentives for manufac- 
turing and other specified business activities were first enacted in 1948, 
when Puerto Rico adopted its Industrial Incentives Act. Under this and 
similar subsequent acts, Puerto Rico granted partial exemptions from its 
income and other taxes to approved businesses for specified periods of 
time (generally 10 to 25 years). Section 936 corporations normally held 
an exemption contract from the Puerto Rican government.^ 

Moreover, Puerto Rico imposes a **tollgate tax" on dividends paid out of 
Puerto Rican-source earnings and profits to U.S. or foreign parent corpo- 
rations that receive industrial incentive exemptions. The toUgate tax 
was assessed at a rate of 10 percent on dividends paid out of income 
derived from manufacturing, hotel, or shipping businesses, compared 
with 25 percent for most other businesses. 

Essentially, section 936 tax credits in coiyunction with the Puerto Rican 
tax incentives allow qualifying U.S. firms operating in Puerto Rico to 
pay reduced or no tax on their Puerto Rican business income (including 



Prior to the 1982 act, in addition to the 80-percent gross income test, only 50 percent of a corpora- 
tion's gross income had to be from the active conduct of a trade or business iij the areas. Tne act 
raised the requirement to 65 percent beginning in tax year 1985. Previously the requirement was 
perceived vulnerable to abuse, since theoretically it allowed certain corporations to qualify for the 
tax benefits even when they derived up to half of their gross income from such passive investments 
as bank deposits in the areas. The Tax Reform Act of 1986 further raised this requirement to 75 
percent. 

"^For nonexempt corporations, Puerto Rico in 1983 taxed all Puerto Rican-source income earned by 
U.S. and foreign corporations and taxed the worldwide income of all Puerto Rican corporations. 
Puerto Rican corporate tax rates range from 22 percent for taxable income under $25,000 to 45 per- 
cent for taxable income in excess of $300,000. 
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qualifying interest income and part of their income from intangibles).^ 
Also, a U.S. parent company can repatriate the earnings of its Puerto 
Rico subsidiaries almost tax-free. Such tax-free repatriation was partic- 
ularly attractive to high profit-margin operations that vi^ould have to 
pay the most taxes. Accordingly, these firms — mostly manufacturers — 
would gain the most tax savings from tax-free repatriation. It was also 
important to industries that invested large research and development 
expenditures that normally would be recouped only over a long period 
of time in the absence of tax incentives. 

Tax-free repatriation of profits enhanced the effective rate of return on 
operations of qualifying corporations. It also reduced the average effec- 
tive tax rates on the parent company's overall earnings. As a tool of 
economic development, these tax incentives effectively lowered the 
pretax rate of return required to generate an after-tax rate of return 
deemed necessary by management to justify investments, thereby 
allowing more investments to be made. The latter, in turn, spurred area 
employment and output. 

Given federal and Puerto Rican tax incentives, most corporations claim- 
ing the credit engaged in manufacturing,. Many were pharmaceutical 
companies, where operations involved high research and development 
spending. Others were in high-margin operations, producing hospital 
supplies and medical equipment. Still other corporations engaged in such 
industries as electronics and electrical equipment, food processing, and 
apparel. Most output of section 936 corporations was exported to the 
U.S. mainland or overseas. 



Over the past 4 decades, the Puerto Rican economy has been trans- 
formed from one that was agricultural to one that is manufacturing and 
export-oriented. Because this development process has been complex, it 
is difficult to determine the extent to which Puerto Rico's economic 
progress is attributable to the section 936 tax credit and its antecedents. 
Tax incentives are but one of the factors influencing business invest- 
ments. Others might include location and market considerations, as well 
as national and international conditions. 

The importance of the tax exemption provisions, however, can be seen 
by comparing the Puerto Rican economy with those of its neighbors. 



^These corporations paid in 1982, on average, only about 6 percent of their income in taxes to Puerto 
Rico. 
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Like its island counterparts in the Caribbean, Puerto Rico is small with 
few natural resources. Yet Puerto Rico's per capita gross national prod- 
uct is more than twice that of most of its neighbors. While manufactur- 
ing accounted for almost 60 percent of Puerto Rico's net income, it did 
not exceed 26 percent of that of any of the Central American countries, 
Jamaica, or the Dominican Republic. Like Puerto Rico, however, these 
countries trade heavily with the United States. Most also benefit from 
U.S. economic aid, and, more recently, the Caribbean Basin Initiative.^^ 
Also, the United States has a military presence in some of these coun- 
tries. Yet only Puerto Rico has tax-free repatriation of profits to U.S. 
firms. 

The federal tax benefits appear to have been critical to Puerto Rican 
industrial development to date. Nonetheless, the significance of the tax 
exemption provisions should not be overstated. Tax incentives do not 
operate in a vacuum; they can be strengthened or diluted by other eco- 
nomic factors. Over time, Puerto Rico's development experiences have 
demonstrated just such a case. 

Puerto Rican economic development since 1950 can be roughly divided 
into two periods. During the 1950-72 period, there was a sustained rise 
in private investment in Puerto Rico resulting in a modern manufactur- 
ing sector with employment dominated by such labor-intensive indus- 
tries as food, tobacco, apparel, stone, clay, and glass. During this period, 
manufacturing employment almost tripled, from 55,000 to 142,000. 
Gross national product (in 1972 dollars) grew at an average annual rate 
of 6 percent, and real per capita gross national product rose by an aver- 
age annual rate of 5 percent. 

Since 1973, however, Puerto Rico's economic progress has been slow. 
Private investment in plant and equipment as a percentage of gross 
national product fell steadily, from 10.3 percent in 1973 to 4.6 percent 
in 1983. In constant dollar terms, it actually declined in most years, so 
that in 1983 it was about 60 percent of the level of a decade earlier. 
Manufacturing emj^loyment has stagnated. (Nonetheless, there has been 
a shift from labor-intensive industries to high-technology ones, such as 
chemicals — in particular, pharmaceuticals — scientific instruments, elec- 
trical and electronic equipment, and machine industries.) In addition, 
real gross national product and real per capita gross national product 



^This program offers trade and tax measures to aid Caribbean Basin economic development It fea- 
tures duty-free access for certain products shipped into the U.S. market 
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largely changed little, while the unemployment rate surged from 10-12 
percent in the 1950-72 period to a high in 1985 of 23.5 percent. 

Aside from the tax incentives, the rapid growth in the manufacturing 
sector during the first period gained impetus from Puerto Rican wages, 
which were relatively low compared with those on the U.S. mainland. 
Puerto Rico also had the advantage relative to low-wage foreign coun- 
tries in that it was within the the U.S. tariff wall. 

Likewise, in recent years more than tax incentives have affected Puerto 
Rico's industrial development. The decline in Puerto Rico's economic 
performance has been much affected by U.S. economic conditions (such 
as the recessions of 1974-75 and 1981-82). In addition, changes in 
Puerto Rico's competitive advantage have had an adverse impact. Spe- 
cifically, the rise in Puerto Rico's wages (a result of the imposition of 
federal minimum wages), the lowering of U.S. trade barriers to foreign 
imports (a consequence of cuts in U.S. tariffs following multilateral 
trade talks), and the growth of industrial sites in the Far East (spurred 
by the technological development in newly industrialized countries) 
have significantly eroded Puerto Rico's labor cost, location, and market 
advantages. Facing such changes and shifts in market demand, it is not 
surprising that Puerto Rican corporations have moved away from labor- 
intensive industries to high-technology ones. 

Meanwhile, in the United States, the reduction in the effective corporate 
tax rates of manufacturing industries (resulting from more liberal 
depreciation allowances under the accelerated cost recovery system and 
the investment tax credit) reduced the potential tax savings for corpora- 
tions claiming section 936 tax credit. 

In short, while tax exemptions have represented a significant benefit to 
qualifying corporations, their investment decisions have been affected 
by a host of economic conditions. In the future, while tax exemptions 
are likely to remain a major inducement for foreign investments in 
Puerto Rico, the impact of tax incentives on development is less than 
certain. 
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U.S. corporations claiming section 936 tax credit can have diverse 
effects on the Puerto Rican economy. Directly, they create income and 
employment through their industrial operations. Indirectly, they gener- 
ate income and employment through backvi^ard and forward linkages. 
Backward linkages refer to **upstream" industries that provide these 
corporations with such inputs as raw materials, intermediate goods, and 
services. Forward linkages relate to **downstream" industries that sell 
and distribute these corporations' output. 

In addition, economic activities undertaken by such corporations and 
related industries stimulate demand for other goods and cervices (such 
as wholesale and retail activities, finance, real estate, transportation, 
utilities, and others). In this way, they further stimulate employment 
and output in other industries in the private sector. Growth of the pri- 
vate sector, in turn, generates tax revenues and facilitates the expansion 
of public services. 

The simultaneous growth of employment in manufacturing, services, 
and the public sector has been evident in Puerto Rico. A precise estima- 
tion of such "multiplier" effects, however, is difficult to render. In the 
United States, the multiplier effect of U.S. industries on employment, 
according to estimates of the U.S. Department of Commerce, is around 
1.45. There is no reason why the multiplier effect for similar industries 
made up largely of U.S. firms in Puerto Rico should be significantly 
higher than that in the United States. Some moderate a(^justment to 
account for the relatively more labor-intensive Puerto Rican economy, 
however, may be appropriate. 

In addition to having a direct and indirect impact on the island's output 
and employment, corporations qualifying for the 936 tax credit can con- 
tribute to the Puerto Rican economy through their financial resources. 
The financial assets these corporations hold provide a msgor source of 
capital for other corporations, which borrow for commercial and indus- 
trial purposes; for consumer mortgages; and for the government. The 
tax-exempt status of qualified investment income makes it advanta- 
geous for qualifying corporations to leave their financial assets in 
Puerto Rico, even though interest rates there are lower. Some observers 
argue that, were no qualified investment income available in Puerto 
Rico, it would have to secure capital from external sources and at higher 
cost 
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According to the U.S. Department of the Treasury, 447 out of 554 quali- 
fying corporations^ in Puerto Rico in 1982 were engaged in manufactur- 
ing. Their total net income for the year amounted to about $4.7 billion. 
Direct employment in these corporations was estimated to be around 
81,250, representing 60 percent of rC82 Puerto Rican manufacturing 
employment or 11 percent of its total employment. 

Pharmaceutical companies had the largest share (52 percent) of 1982 
net income from qualifying corporations engaged in manufacturing. 
They ai counted for 15 percent of the 1982 employment of corporations 
claiming the credit. Electric and electronic companies employed the larg- 
est number of workers, estimated at 26,065. They accounted for 19 per- 
cent of the net income, the second largest share. 

The Treasury suggested that, since most of the manufactured output of 
these corporations was exported, the development of "downstream" 
industries stimulated by such corporations was less significant than 
otherwise might be the case. With regard to **upstream" industries, the 
Treasury recognized that locally owned electronics, metal products, and 
plastics industries were increasing their sales of materials to electronics 
corporations claiming the credit and that most apparel firms obtained 
their inputs from locally owned companies. Further, Treasury noted 
that a substantial service sector in Puerto Rico provides banking, trans- 
portation, and utilities to all manufacturing corporations claiming the 
credit. Nonetheless, Treasury did not offer in its Fifth Report estimates 
of secondary employment generated by such corporations. 

Treasury noted that, at the end of 1983, corporations claiming the sec- 
tion 936 credit held approximately $11 billion in Puerto Rican financial 
assets. Most of these funds were invested in bank deposits, repurchase 
agreements, mortgage securities, real estate loans, loans to other posses- 
sion corporations, ^ \ierto Rican government obligations. Other 
observers suggested .:*at the availability of qualified investment funds 
lowered the interest rate paid by commercial banks on section 936 
funds. The Puerto Rico Government Development Bank estimated that 
the interest rate was lowered about 2 percentage points, saving the 
banks about $120 million in interest costs in 1985. 



^Treasury data indicate that 524 of 622 corporations qualifying for the credit in tax year 1983 were 
manufacturing firms. Data was not yet available on receipts or employment in 1983. 
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There was a consensus among observers that section 936 corporations 
have played a major role in the Puerto Rican economy. But there is disa- 
greement on the economic impact were federal tax incentives benefiting 
these enterprises to be repealed. 



The effects on the Puerto Rican economy of repealing the section 936 
tax credit would depend on corporate reactions. Other things being 
equal, the repeal would discourage new investment by U.S. corporations 
in Puerto Rico. Nonetheless, as previously noted, Puerto Rico*s economic 
performance demonstrates that foreign investments on the island are 
affected by a host of economic factors, as well as tax provisions. To the 
extent that other economic considerations might favor Puerto Rico as a 
future investment site for U.S. corporations, U.S. investments in Puerto 
Rico could continue, even in the absence of the credit.^ 

As for such corporations currently operating in Puerto Rico, they would 
have at least four choices: 

1. Remain in Puerto Rico as U.S. subsidiaries, but pay federal taxes on 
their Puerto Rican earnings. 

2. Relocate to foreign areas (such as Ireland, Mexico, Hong Kong, Tai- 
wan, and Singapore) that offer tax incentives, low wages, and other 
market advantages. Being foreign corporations, they would pay no fed- 
eral taxes until they repatriated their earnings. Foreign tax credits 
would also reduce their U.S. tax liabilities. 

3. Move back to the United States and pay U.S. federal income taxes. 

4. Close. 

Which options they would choose would depend on the decisions of indi- 
vidual firms and are difficult to predict precisely. It would be unrealis- 
tic, however, to assume that all such corporations would act similarly, 
given their various business operations. Key considerations bearing on 
corporate decisions would include the nature of the industry, require- 
ments of operations, costs of relocation, and the availability and attrac- 
tiveness of alternative foreign sites. 



®For example, if protectionist measures were introduced in the United States to ward off foreign 
imports, Puerto Rico once again would eiyoy its advantage over foreign cour tries in being within the 
U5. tariff wall. In addition, a strong U.S. economy and/or other inducements Puerto Rico offers to 
foreign investors would attract capital investment to Puerto Rico. 



Effects of Repealing 
Section 936 Tax Credit 
for Puerto Rico 



Page 132 



6 AO/HRD47-60 Welfare and Taxes 



Appendix IV 

Section 936 Tax Credit of the VS. Internal 
Revenue Code: EfTecU of Its Repeal for 
Puerto Rico 



In the short term, given that corporate decisions to relocate take time to 
make, it is unlikely there would be a rapid exodus of these corporations 
from Puerto Rico. Over the long term, however, after corporations had 
time to react to the prospective repeal of the credit, the corporate 
response probably would be mixed. Corporations with low and moderate 
levels of capital investment would be most likely to shift their opera- 
tions to foreign sites, if it were advantageous for them to do so. Firms 
with substantial capital investments, however, would find it more diffi- 
cult to relocate and would be inclined to stay in Puerto Rico. 

Moreover, some firms that derived their income from investment in 
physical assets (plant and equipment, etc.) probably would 
reincorporate in foreign jurisdictions. Through reincorporation, these 
companies would continue to pay no federal income taxes until they 
repatriated their earnings. Firms that derived their income largely from 
intangibles, however, would be less likely to do this because they would 
be precluded from benefiting from such tax savings. 

The Deficit Reduction Act of 1984 provides that in the case of an other- 
wise tax-free transfer of intangible property from a U.S. person to a for- 
eign corporation, the transferor is treated as receiving payments over 
the useful life of the property on an annual basis. Such pajonents are 
deemed U.S.-source income. These tax provisions, which retain the U.S. 
taxing authority over income from an intangible even if transferred to a 
foreign corporation, would make it not worthwhile for corporations that 
derive the bulk of their income from intangibles to reincorporate or relo- 
cate elsewhere and would encourage them to stay in P'' ^rto Rico or 
return to the U.S. mainland. 

A detailed analysis of the industrial composition in 1984 of corporations 
claiming the section 936 credit in Puerto Rico would shed light on proba- 
ble corporate responses to repealing the section 936 tax credit. What 
follow are some tentative observations. 

1. The apparel industry in Puerto Rico was labor-intensive, requiring lit- 
tle capital investment. Because of Puerto Rico's wage rates, which aie 
not competitive with low-wage areas in the Caribbean or the Far East, 
very few firms were expanding their operations on the island, despite 
the section 936 tax credit. Some were considering shifting their produc- 
tion to lower cost locations in Asia or the Caribbean. Repeal of the credit 
would hasten such departures, as low capital investments and available 
alternative sites would make relocations relatively easy. Few would 
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move back to the United States because of high labor costs on the U.S. 
mainland. 

2. The electronic and electrical equipment industry was the most techno- 
logically dynamic and fastest growing segment of the manufacturing 
sector in Puerto Rico. The growth in U.S. and worldwide markets for 
electronics has boosted the development of the industry. The industry's 
m^or products were computing equipment, terminals, printers, and cir- 
cuit boards, among others. A number of these firms having heavy fixed 
capital investments in Puerto Rico might continue their operations there 
regardless of the status of the credit. It is likely, however, that repealing 
it would curtail their expansion. Over the long term, those with lower 
capital investments might phase out their operations and relocate else- 
where, most likely, to newly industrialized countries in Asia or to Ire- 
land, from which they could easily ship their products to the European 
markets. 

3. The pharmaceutical industry in Puerto Rico typically either produced 
bulk pharmaceutical products or performed finishing operations on bulk 
products produced outside the area. Bulk products manufactured in 
Puerto Rico generally were exported to foreign affiliates for local finish- 
ing to satisfy "local content" requirements. The msuority of products 
finished in Puerto Rico were sold on the U.S. mainland. 

Virtually every msuor U.S. pharmaceutical manufacturer had operations 
in Puerto Rico. The area was an attractive prodycticii site for U.S. firms 
to serve the U.S. pharmaceutical market because of the tax benefits, 
absence of tariffs, and minimal federal regulatory complications associ- 
ated with such activities. 

Such production processes were the most highly capital-intensive among 
manufacturing industries in Puerto Rico. In view of the industry's 
strong profil;ability, the outlook for the industry was good. Repeal of the 
credit proi^ably would curtail the expansion of the industry. Firms that 
have incurred high fixed investment are likely to stay. Current tax laws 
on intangible property incomes, as previously discussed, would provide 
few incentives for these corporations, which derived most of their 
income from intangibles (principally patents for drugs), to move 
overseas. 

4. In the food processing industry in Puerto Rico, corporations claiming 
the credit were diverse. They manufactured a wide range of products, 
including soft drink concentrates, canned tuna and other food items, 
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powdered beverages, jam and jelly ingredients, and agricultural feed- 
stock. Firms producing soft drink concentrates performed capital- 
intensive mixing operations'. Most other food processing firms were 
fairly labor-intensive. 

With repeal of the credit, the high-margin producers of soft drink con- 
centratet^ probably would have little incentive to remain in Puerto Rico 
and would return to the U.S. mainland. Because of the relatively heavy 
capital investments of these firms, they probably would phase out their 
operations in Puerto Vxco over a 3-or 4-year period. Likewise, canning 
and packaging processors would tend to shift their operations to the 
U.S. mainland, which has had substantial excess capacity. They likely 
would relocate ever a year or 2 because of their low-capital investments. 

5. In the hospital supply and medical instrument industry in Puerto 
Rico, corporations claiming the credit were largely subsidiaries of highly 
diversified health care firms in the United States. They manufactured a 
wide range of high-margin products. Production processes varied con- 
siderably — some were labor-intensive, others, capital-intensive. With 
repeal of the credit, the attractiveness of Puerto Rico as a production 
and investment site would be sharply diminished. Most likely, firms 
having low levels of fixed investment would phase out many of their 
operations and relocate to such low-cost sites as Mexico or elsewhere in 
the Caribbean. Firms having heavy capital investments gradually would 
decline over the long cerm. 

6. The professional and scientific instrument industry in Puerto Rico 
manufactured such products as spectrometers, panel meters, thermo- 
static parts, and microfilm jackets, among ethers. Operations were mod- 
erately labor-intensive. The outlook of the industry was not good 
because of foreign competition in the U.S. market. Repeal of the credit 
would accelerate the decline. The low level of fixed investment in the 
industry would permit such corporations to relocate to Asia or else- 
where in the Caribbean without mgjor financial losses. 

To the extent that firms left PuertD Rico, the island's economy would 
contract, reducing output, employment, and availability of capital. All 
else beir^g equal, such a situation could require higher federal payments 
to support Puerto Rico's social programs, as well as augmented federal 
budgetary assistance. 

To the extent that firms returned to the United States or remained in 
Puerto Rico, overall Treasury receipts would grow only if the additional 
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tax revenues that resulted exceeded additional federal outlays needed to 
support Puerto Rico's social programs. 

To the extent that corporations relocated overseas, Treasury receipts 
generally would be realized only when firms repatriated their earnings. 
Such receipts would be net of credits for taxes paid to overseas 
jurisdictions. 



Estimates of Probable 
Receipts F'rom Puerto 
Rico to Treasury Upon 
Repeal of the Section 
936 Tax Credit 



The U.S. Treasury estimated from 1982 corporate tax return statistics 
that, because of the section 936 credit, about $1.7 billion in tax revenues 
were foregone by the United States on earnings from corporations in 
Puerto Rico. Estimates by various private organizations were much 
smaller; in particular, the Institute for Research on the Economics of 
Taxation concluded that Treasury receipts generated by repealing the 
credit would be minimal. 



The Treasury estimates were based on the assumption that, were the 
credit eliminated, most earnings of existing corporations claiming the 
credit would be taxed. Its argument was that, except for corporations 
that derive their income from investment in physical assets (plant and 
equipment, etc.), corporations claiming the credit that secured their 
income from intangible assets would have to pay federal income taxes 
on their earnings. This would be tme whether they reincorporated in 
Puerto Rico or elsewhere or returned to the United States. About half of 
the 1982 earnings of corporations claiming the credit in Puerto Rico 
were from intangibles, and the other such corporations probably would 
remain in Puerto Rico if granted a wage credit.^ Thus, the Treasury con- 
cluded that repealing the credit would bring into the Treasury an 
amount equivalent to tax savings realized by U.S. corporations on their 
incomes in that year. Tax savings were calculated by subtracting from 
tax credits claimed by such corporations the amount of depreciation 
allowances and investment tax credits due them if they paid income 
taxes on their earnings. 

But the Institute for Research on the Economics of Taxation study main- 
tained that, except for labor-intensive industries (in which the majority 
of these corporations were not engaged), a wage credit would not be a 
strong incentive for such corporations to continue to operate in Puerto 
Rico. In the event of the repeal, it argued, these corporations would be 
likely to relocate; few would return to the U.S. mainland. As a result, 

^Treasury officials believe the current portion of earnings from intangibles is higher than 50 percent 
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little tax revenue would be generated for the Treasury. On the contrary, 
corporate transfers out of Puerto Rico would exacerbate the island's 
unemployment situation, thereby requiring higher federal outlays for 
Puerto Rico's social assistance programs. 

For the short term, the Treasury estimates might be valid, especially if 
the repeal were effected when corporations claiming the credit had little 
choice or time to relocate. Over the long term, however, the estimates 
may be overstated. This would be the case if such corporations gradu- 
ally sought alternative tax-saving possibilities or simply halted their 
operations. As they did. Treasury receipts would be diminished. 

While depicting the longer term ac^justment process, the Institute for 
Research on the Economics of Taxation study ignored other factors that 
might induce such corporations to continue to operate in Puerto Rico. As 
a result, its estimates may be understated. The most plausible scenario 
would appear to be somewhere in between. 
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This appendix describes our methodology for estimating changes in U.S. 
and areas' tax revenues from fully extending U.S. income taxes to the 
areas. Our estimates were for both 1983 tax revenues, assuming no 
change in business activity, and longer term tax revenues. 

Personal and corporate income tax liability (the amount of taxes owed 
less any allowable credits) is derived the same in the four areas as in the 
United States. Gross income less allowable adjustments, exemptions, and 
deductions yields taxable income — the base figure to which tax rates 
are applied to compute tax liability. 

To estimate the revenue effects of the prospective tax changes, we used 
aggregate tax data for each area, adjusting for differences in the tax 
systems. Our methodology was different for each area because each had 
a unique tax relationship with the United States, and the type and 
amount of information available from which to estimate tax revenue 
varied. All estimates were based on data for the 1983 tax year, the lat- 
est full-year federal tax data available. 



Short-Term Estimate 



Puerto Rico Although Puerto Rico's income tax system is similar in some respects to 

the U.S. system, there are substantial differences between the two. Con- 
sequently, to estimate the revenue effects of fully extending U.S. taxes, 
we adyusted income and other tax-related data to ascertain tax liability 
for Puerto Rico. Where the area tax data were unavailable or were not 
comparable with U.S. tax data, we made various assumptions to recon- 
cile the differences. 

Using personal income tax data from Tabulation de la Cinta Planillas 
Cuadradas — a tabulation of relevant personal income tax data prepared 
by the Puerto Rico Department of Treasury — we identified the number 
of taxpayers by filing status and income range. Puerto Rico has only 
three filing categories— married, head-of-household, and single; it does 
not recognize married filing separately as a separate category, as does 
the U.S. tax system.* 



Our ultimate revenue estimate is understated to the extent that Puerto Rican taxpayers who would 
be classified as married, filing separately, fall into one of Puerto Rico's existing filing status catego- 
ries. These individuals would pay higher rates than reflected in our estimate. Data were not available 
to identify the number of affected taxpayers. 
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Next, we estimated the deduction that would have been taken were 
Puerto Rican taxpayers taxed under the federal system. Because Puerto 
Rico's system is substantially different than the U.S. system with 
respect to itemized deductions, we applied U.S. experience to Puerto 
Rican taxpayers, assuming that the same percentage of Puerto Rican 
taxpayers, by filing status and income ranges, would take the same level 
of itemized deductions as their U.S. counterparts. We obtained informa- 
tion on U.S. taxpayers from the Individual Income Tax Returns, 1983: 
Tables Emphasizing Returns Filed, Sources of Income, Exemptions, Item- 
ized Deductions, and Tax Computations , published by the Statistics of 
Income Division of the U.S. Internal Revenue Service. This publication 
has relevant 1983 U.S. personal income tax data by income bracket and 
filing status, ac^j^^ted gross incomeS; salaries and wages, credits, and 
dependent information. We multiplied the number of Puerto Rican 
itemizers in each filing status and income bracket by the average excess 
itemized deduction — average U.S. itemized deduction amount less the 
zero-bracket amount — to estimate total excess itemized deductions. 

Personal exemptions were then calculated by adding all filers, spouses, 
children, and other dependents by filing status and income ranges. 
Because the United States allows additional exemptions for the aged, we 
incre?ised total exemptions by 8 percent — the number of persons aged 
65 and over in Puerto Rico according to available 1980 census data — 
and allocated the exemptions among filing status and income range. We 
did not make an ac^ustment for blind persons due to the lack of availa- 
ble data and because the number of blind persons is presumably small; 
U.S. filers taking the exemption for blindness amounted to .3 percent of 
total filers in 1983. 

To identify total taxable income by filing status and income range, we 
subtracted exemptions and excess itemized deductions from the 
adjusted gross income. We then divided total taxable income by the 
number of taxpayei's in each filing status and income range to estimate 
the average taxable income. Applicable U.S. tax rates were multiplied 
by the number of filers in each status and income range to determine 
total taxes owed. 

Ac^ustments were then made to account for credits that would be 
allowed by the United States, but not by Puerto Rico. Most notably, 
adijustments were made for the eamed-income credit, which Puerto Rico 
does not recognize. Using the data provided by the Puerto Rico Depart- 
ment of Treasury, we identified the number of taxpayers in Puerto Rico 
with dependents and ac^usted gross income below $10,000, along with 
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the average amount of earned income (salaries and wages) and the aver- 
age ac^usted gross income. We then multiplied the corresponding 
eamed-income credit that would have been provided under the U.S. 
Code by the number of qualified filers to identify total eamed-income 
credit.2 

To estimate ac^ustments for other tax credits, we assumed the percent- 
age of filers and the amount of credits taken in Puerto Rico would be at 
the same level as in the United States, excluding earned income credit. 
After calculating the percentage of filers and the average amount of 
credits in the United States, using tax data provided by the U.S. Internal 
Revenue Service, we applied these factors to the total Puerto Rican 
filers. We subtracted these credits and the earned income credit from 
taxes owed to identify total personal income tax liability. 

The Puerto Rico Planning Board, which accumulates statistics on Puerto 
Rico business, provided information on corporate income, which we 
tried to use in estimating corporate tax liability. However, this did not 
provide corporate taxable income, needed as a tax base before a rate 
could be applied. The Puerto Rico Department of Treasury's latest cor- 
porate income and tax data were for 1981, and officials were unable to 
provide income information for all Puerto Rican business.^ 

Accordingly, we used an alternative approach in developing a corporate 
tax estimate for Puerto Rico. Essentially, we summed estimates of taxes 
to be obtained from companies claiming section 936 credits and firms 
not claiming this credit. 

To obtain estimated taxes from firms claiming the 936 credit, we used 
1983 credit data (corporations with tax years beginning July 1982 
through June 1983) from the U.S. Internal Revenue Service, similar data 
published in Treasury's Fifth Report on the Operations and Effect of the 
Possessions System of Taxation (1982), and data obtained from the 
Treasury official responsible for prepariitg the Fifth Report . As Trea- 
sury did for 1982 credits, we a^usted 1983 section 936 tax credits 
downward for tax-saving provisions (accelerated cost recovery system 
and investment tax credit) not available to firms electing to claim the 

^Our estimate is overstated to the extent that we allowed eamed-income credit for taxpayers with 
dependents who were not children. We could not distinguish between types of dependents by filing 
status and income range with the avaUable income tax data. 

^Data were available from the Puerto Rico Department of Treasury on taxes collected for tax year 
1983, and on net earnings for corporations that received income tax exemptions, but not for other 
corporations. 
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benefits of section 936. V/e did not, however, a(^just tax benefits down- 
ward for the foreign tax credit since (1) this credit would not be availa- 
ble were Puerto Rico taxed like a state and (2) we assumed that U.S. 
taxes would replace Puerto Rico income taxes. Like Treasurj^ we 
assumed no tax benefits for nonmanufacturing firms claiming the 936 
credit. 

About 24 percent of the corporations claiming 936 credits in 1983 had 
accounting periods beginning before the effective date of the tefra pro- 
visions on intangibles. We did not a(^just their credits for the impact of 
TEFRA because the available data provided no basis to do so and Trea- 
sury officials provided no methodology for making this a(^justment in 
their comments. To the extent that tefra caused the foregone U.S. 
income tax to decrease or increase, our estimated revenue changes 
would have been over- or understated. 

To obtain estimated taxes from firms not claiming the section 936 credit, 
we used 1983 Puerto Rico tax collection data provided by the Puerto 
Rico Treasury Department and data on 1982 Puerto Rico tax collections 
from firms claiming the section 936 credit. Data on 1983 collections 
from section 936 companies were not available, but (1) total credits 
claimed were about the same in both years, (2) income was accordingly 
assumed to be about the same, and (3) corporate tax rates, which were 
nearly the same as U.S. rates, were not changed between 1982 and 1983. 
By deducting estimated collections of firms claiming section 936 from 
total collections, we obtained an estimate of collections from non-936 
companies. 

In this way, we estimated that firms electing section 936 would have 
yielded revenue of about $1,913 billion in 1983. Firms not claiming the 
credit would have provided an estimated $240 million. Thus, total reve- 
nue in 1983 from corporate taxes in Puerto Rico was estimated at about 
$2,153 billioiv 



Virgin Islands Because the Virgin Islands "mirror" the U.S. tax Code, and taxpayers 

were taxed virtually identically to U.S. taxpayers, little ac^justment of 
income and tax data was necessary to estimate potential revenue. 

Our estimate of 19^3 personal income tax revenue from the Virgin 
Islands was based on aggregate collections data because detailed infor- 
mation on taxpayers' income, deductions, exemptions, and credits was 
not readily available. We used collection and tax refund data from the 
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Virgin Islands Department of Finance's 1983 Comprehensive Annual 
Financial Report , which shows the source and use of government oper- 
ating funds. 

Revenue from fully extending corporate income taxes also was based on 
collection data. To the collections, we added 1983 income tax rebates 
provided to certain corporations and individuals through the Virgin 
Islands Industrial Development Program. Such rebates would not be 
allowed under the federal tax system. Rebate data were obtained from 
the Virgin Islands Bureau of Internal Revenue. 



Guam Because Guam **mirrored" the U.S. tax Code, and area taxpayers were 

taxed almost the same as U.S. taxpayers, few ac^justments on income tax 
data were necessary to estimate tax revenue. 

We obtained aggregate tax data for tax year 1983 from Guam's tax 
information system — a computerized data collection system.^ The fed- 
eral government withheld income taxes from federal employees residing 
in Guam, including active military personnel, and transferred such 
funds to Guam under federal law. We gathered data on tax revenues 
generated through this provision from the U.S. Treasury and Guam's 
tax agency. Using aggregate tax liability reported through Guam's infor- 
mation system, we added transfers from the federal government to cal- 
culate personal tax liability. 

We estimated corporate tax revenue from data reported in Guam's tax 
information system. Total taxes included $3.3 million rebated to corpo- 
rations under Guam's tax incentives program. 



American Samoa Because there were significant differences between the tax systems in 

American Samoa and the United States, we a(^justed income and tax 
data to estimate revenue from fully extending federal taxes. Aggregate 
1983 tax liability data were obtained from American Samoa tax offi- 
cials. They also provided information on the area revenues generated 
from the minimum tax, the number of tuna workers exempt from Ameri- 
can Samoa income taxes, the number of filers who would be eligible for 
an earned income credit under the U.S. Code, and the estimated amount 
of investment credit on buildings. These items were treated differently 



''We did not assess Uie reliability of information generated through this automated system. 

Page 142 . 143 GA0/HRIV«7^ Welfare and Taxes 



Appendix V 

Revenue-Estlinating Methodology for 
Extending Federal Income Taxes to the 
Four Areas 



in American Samoa, and therefore required a(^justments to estimate rev- 
enue, as follows: 

• Exempt tuna workers - As part of the tax incentives granted to tuna 
canneries, American Samoa exempted from income taxes employees sta- 
tioned on tuna boats. If income taxes were fully extended, this exemp- 
tion would not exist. Thus, the amount of the exemption was added to 
the actual area tax. This a(^justment was equal to the number of 
exempted filers times the average tax liability per return, which we 
added to the area tax revenue. 

• Minimum tax - The 2-percent minimum tax collected by American 
Samoa represented 17 percent of the total personal tax liability. We sub- 
tracted this amount from the areas' tax revenue. 

• Emned income credit - The number of American Samoa filers who would 
have been eligible for this credit was identified by American Samoa tax 
officials. We multiplied this number by the average eamed-income credit 
claimed by U.S. households in 1983, to estimate total credit. We then 
subtracted this credit from area tax revenue. 

• Investment credit - American Samoa allowed this credit for buildings 
used in business, as well as machinery and equipment. An a(^justment 
was made by adding the estimated credit for buildings to the total tax 
revenue. 

Also, American Samoa had amended its tax system to allow the govern- 
ment to grant full or partial tax exemptions to corporations as an incen- 
tive to promote econoiruc development. These exemptions, which would 
not be allowed under the federal system, reduced the corporate tax rev- 
enue. Consequently, we added them to the aggregate area corporate 
tax.^ 



T iOn (^-Tprm F^tima tP long-term estimate of federal revenue after businesses react to tax 

LAjli^ 1 t^iiu £j I tt: extension reflects only taxes from certain U.S. manufacturing firms 

operating in Puerto Rico in 1983 that historically had claimed section 
936 credits. If this credit were eliminated under full U.S. tax extension, 
we believe that certain firms in the pharmaceutical, electronics, and 
food-processing industries would continue to operate In Puerto Rico or 
relocate to the U.S. mainland. In either event, they would be fully taxed. 
Together, these firms claimed about $1.3 billion in section 936 credits in 



^We did not acjjust corporate tax liability for other differences because (1) the revenue effect would 
have been insignificant according to American Samoan officials or (2) insufficient data were 
available. 
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1983, or about 67 percent of about $1.9 billion in section 936 credits 
taken in that year. Assuming their profits remained unchanged, we 
believe these corporations would generate about $1.3 billion in tax reve- 
nues for the U.S. Treasury. 

Additional revenues may be received from other firms operating in 
Puerto Rico, from Puerto Rico personal income taxes, and from the other 
areas. Nonetheless, revenues from these sources likely would be lower 
than we estimated for 1983, although there were too little data to quan- 
tify this reduction. For example, many Puerto Rico-based firms may pro- 
vide supplies or services for manufacturing companies claiming section 
936 credits. The operations of supplier firms may be reduced or cur- 
tailed to the extent that their customers close or relocate to U.S. or for- 
eign sites. 

Fully extending U.S. income taxes could affect local corporations in 
other ways also, because we assume that U.S. income taxes would 
replace area income taxes. Thus, for example, the areas no longer would 
be able to give corporations rebates or exemptions from local income 
taxes. In calendar year 1983, Puerto Rico forgave $2.34 billion in Puerto 
Rican income taxes under its Industrial Incentive Program. This also 
could reduce or curtail operations for Puerto Rican firms. 

The likely business contraction would affect employment and, by exten- 
sion, personal tax revenues. An estimated 54,000 jobs would be lost 
from companies claiming section 936 credits but expected to close or 
relocate to foreign areas, thereby escaping federal taxation until profits 
were returned to and taxed by the United States. Assuming an employ- 
ment multiplier for major manufacturing industries in Puerto Rico at 
about 1.4 — about the same as in the United States — Puerto Rico^s econ- 
omy would lose about 22,000 additional jobs. Given a 1982 labor force of 
about 918,000 (of whom 199,000 were unemployed), this contraction 
would have increased unemployment about 8.2 percent. As a result, per- 
sonal tax revenues likely would be lov/er over the long term than pro- 
jected for 1983. 

Area officials in the Virgin Islands, Guam, and American Samoa also 
foresaw adverse economic impacts from fully extending U.S. income 
taxes, especially due to the restriction of the areas' capacity to continue 
local business incentives. To the extent that these areas' economies 
would be affected by full tax extension, many of the same factors 
affecting potential taxes in Puerto Rico would tend to reduce tax reve- 
nues in these areas below our 1983 projections. 
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Issues Affecting U.S. Territory and Insular Policy , nsiad-85-44. February 
7, 1985. 

FoUowup of Guam's Administration of Its Income Tax Program , 
GGD^ii. October 26, 1983. 

Puerto Rico's Political Status: A Divisive Issue With Many Dimensions . 
GGMi-48. March 2, 1981. 

Experience of Past Territories Can Assist Puerto Rico Status Delibera- 
tions. GGMO-26. March 7, 1980. 



The Government of Guam's Administration of its Income Tax Program . 
GGMO-3. October 3, 1979. 



U.S. General 
Accounting Office 
Reports 



Studies Relating to 
Potential Effects of 
Changing Possession 
Tax Credit 



Booz- Allen and Hamilton, Inc. impact of Repeal of Section 936 on Puerto 
Rico's Economy . May 1985, 

Citibank. Economic Challenges Facing P uerto Rico . March 1985. ICF, 
Incorporated. B enefit-Cost Analysis of Section 936 . September 1985. 

ICF. Incorporated. D ata and Assumpt^.ons Used, Benefit-Cost Analysis of 
Section 956 . September 1985. 

ICF, Incorporated. The Twin Plant Concept in Caribbean Basin Develop- 
ment. September 1985. 



Puerto Rico Economic Development Administration. An Analysis of the 
Pro'^.r ient's Tax Pr o posal to Repeal the Possessions Tax Credit in Section 
936 of the U.S. Internal Revenue Code , by John R. Stewart, Jr., and The- 
odore Lane. February 1985. 

Puerto Rico Economic Development Administration. Analysis of Trea- 
sury Propo.oal to Repeal Section 936 . May 1985. 

Robert R. Nathan Associates, Inc. An Assessment of the Ad .ninistra- 



tion*s Proposal to Substitute a Wage Credit for Section 936 . June 1985. 

Robert R. Nathan Associates, Inc. An Assessment of the Effectiveness of 
a Wage Credit in Puerto Rico: An Update. June 1985. 
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Robert R. Nathan Associates, Inc. The Employment, Economic, and Fis- 
cal Impacts of Replacing 936 With a Wage Credit in Puerto Rico . October 
1985, 

Ture, Norman B. Measuring the Benefits and Costs of Section 936 . Insti- 
tute for Research on the Economics of Taxation, 1985, 



Other Studies and Department of the Treasury, Territorial Income Tax Systems : 

.p Income Taxation in the Virgin Islands, Guam, the Northern Mariana 

KepOrtS Islands and American Samoa . October 1979. 

U,S, Department of the Treasury. The Operations and Effect of the Pos- 
sessions Corporation System of Taxation, Fifth Annual Report , July 
1985, 
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COMMONWEALTH OF PUERTO RICO 



OFFICE OF THE GOVERNOR 
SAN JUAN. PUERTO RICO 00901 




June 30, 1987 



Mr. Richard L. Fogcl 
Assistant Comptroller General 
Human Resources Division 
U.S. General Accounting Office 
Washington, D.C. 20548 

Dear Mr. Fogel: 

Thank you for giving us the opportunity of reviewing and 
commenting on your Draft Report Welfare and Taxes; Extending 
Benefits and Taxes to Puerto Rico, Virgin Island Sj Guam and 
American Samoa . Our detailed comments are enclosed. 



The fundamental flaw with the GAO Draft Report is 
attributable to the nature of the Congressional inquiry. The 
fundamental question should not be how the United Spates 
Treaaury can extract additional revenues from an Island whose 
per capita income is one-third that of the U.S. mainland, but 
how the United State /i can further the long-established 
Congressional goal of promoting economic growth and fiscal 
autonomy in Puerto Rico. The proper and enlightened emphasis 
should be oA the creation of new jobs, assuring the sense of 
dignity a'.id well-being they foster, not the anxiety and 
misfortune of job destruction and gr eater dependence that 
would be the inevitable and predictable consequence of fully 
extending federal social welfare programs and federal 
corporate and income taxes to Puerto Rico and the U.S. 
territories. 

The body of the report makes clear that fully extending 
f<£deral income taxes to Puerto Rico would be an economic 
disaster for both Puerto Rico and the United States. The 
$2.4 billion in additional taxes taken out of our economy 
would exceed the $1 billion net benefit of fully extending 
welfare programs by $1.4 billion annually. Obviously, the 
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people of Puerto Rico could not support such a regressive 
plan. Moreover, the additional tax revenues to the United 
States would largely evaporate in time as firms left Puerto 
Rico in response to the steep increase in t axa t ion , t aki ng 
thousands of jobs with them and leaving the economic of 
Puerto Rico in a shamb les . 

The imposition of a net federal tax increase of mere 
than a billion dollars, or almost 8X of GNP , on a developing 
economy with unemployment at nearly 17 percent, woulck 
inevitably result in even higher unemployment and economic 
s tagna t ion . The hope of a better tomorrow for our children 
that energizes Puerto Rico today would be the first casualty 
of such a misguided approach . 

The draft report does not follow through on the logical 
implications of its findings with a recommendation that 
Congress not tinker with a ta:: reg ime that has been so 
successful in developing the economy of Puerto Rico and 
creating thous'^nds of jobs. Instead, it makes the 
inconsistent suggestion that, if Congress wishes to pay for 
extend ing we 1 fare programs by imposing federal taxes, it 
should do so by gradually imposing federal corporate income 
taxes on businesses here. 

A policy of gradualism will not work. It would 
immediately shut off new investment in Puerto Rico, and 
hasten de departure of existing firms. Enterprises would 
quickly see thct tax incentives which the report agrees 

are "critical" Co our industrial development would no 

longer be reliably available in Puerto Rico. 

Un fortunately, we have seen the dire effects that merely 
proposing to remove federal tax incentives can have on 
investment and jobs in Puerto Rico. When in November, 198A, 
the U.S. Treasury proposed the repeal of Section 936 and its 
replacement with a far less effective jobs credit. New 
investment dried up. Firs5 that were planning to build or 
enlarge factories in Puerto Rico shifted their investments to 
other areas. Some businesses .^ven left for tax advantaged 
areas with mo re stable and reliable tax xncent ive s . 

Working with the Reagan Administration and the Congress, 
Puerto Rico helped devi'-e a compromise that was ultimately 
enacted in the Tax Reform Act of 1986. Sect ion 936 was 
retained with a few relatively minor modifications, and 
indeed broadened in order to promote economic development in 
the entire CariUbean Basin. 
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The res ponse CO Adm In Is Cr aC ion and Congressional 
assurances ChaC Sec C ion 936 would indeed be a permane nC Coo I 
of economic developaenC for PuerCo Rico and che Caribbean has 
been exCremely gracifying. Since 1985 CoCal employment in 
PuerCo Rico has increased by more Chan 82 ,000. The 
unemploymenc race, nearly 22 percenc when I Cook office in 
January of 1985, has declined by mere Chan 6 percenCage 
po inc 8 . 

BuC much remains Co be done. Unemploymenc scill remains 
Coo high, ac 16.6 percenC. The labor force pare ic i paC ion 
race in PuerCo Rico has noc exceerisd 45Z, compared Co a 67. 2X 
race on Che U.S. mainland. This Adm in is CraC ion has pieced 
Che highesc prioricy on concinuing Che robusc growCh and job 
creaCing indusCrial d«v<;lopmenC ChaC Cax incencives make 
po8 s ib le . 

The imposicion of federal CaxaCion or even Che Chreat 
of ic would be Cruly caC as Cr oph ic . Ic would undo Che 

impressive progress of Che pasC monChs and deny our fuCure 
prospericy. PuerCo Rico*8 economic growCh and ics concinued 
developmenC requires Che concinuacion of fiscal and Cax 
policies supporcive of privaCe invesCmenC. The excension of 
U.S. corporsce and personal income Caxes would grievously 
injure PuerCo Rico*s growch poCenCial and force Che Island 
down Che desCrucCive road of high Caxes and spi r i C-de adcn ing 
dependency. 

GAO should noC again impose on PuerCo Rico Che coscly 
uncercaincy regarding che permanence of secc ion 936. Only a 
few years ago, Che 1982 TEFRA legislacion was advertised as 
satisfying all of Treasury's concerns about abuses of secC ion 
936, and a bring ing much needed stability to the nax 
env ironment in Puerto Rico. Only a few months ago. Congress 
again amended section 936, again indicating that the section 
would not be revisited in the near term. 

Instead of suggesting that Congress should again 
consider repealing section 936, with the ink on the 1986 Tax 
Reform Act compromise hardly dry, CAO should remind Congress 
of the need to honor its commitment to bring stability to the 
tax regime in Puerto Rico. Constant amendment to tax laws 
relating to Puerto Rico undermines the confidence and 
stability that is critical to our ability i.o attract new 
investment and create more jobs. 
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Please do not encourage further experimentation with the 
Puerto Rican economy and the we 1 fare of thousands of Puerto 
Rican f amil ies . 




Enc lo sur ec 
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COMMENTS OF THE GOVERNOR OF PUERTO RICO 
RAFAEL HERNANDEZ COLON 
ON THE GENERAL ACCOUNTING OFFICE (GAO) DRAFT REPORT 
WELFARE AND TAXES: EXTENDING BENEFITS AND TAXES 
TO PUERTO RICO, VIRGIN ISLANDS, GUAM AND AMERICAN SAMOA . 

GAO has been asked to analyze the potential effects of 

simultaneously extending certain federal welfare programs and 

federal corporate and income taxes to Puerto Rico, as well as the 
Virgin Islands, Guam and American Samoa. 

At least one recommendation to Congress is essential and 
indeed inescapab from the body of GAO's ana lysis: It would be 
sel f-de feat ing for Congress and an economic tragedy for Puerto 
Rico ~- to attempt to finance an extension of federal welfare 
programs through the unprecedented imposition of federal 
corporate and income taxes on the Commonwealth's businesses and 
res ident s . 

According to the GAO*s estimates — which the report admits 
are highly speculative and unreliable — the net macr oeconomic 
effect of simultaneously extending full federal taxation and 
federal social programs to Puerto Rico would be regressive, 
draining $1.4 billion out of the Puerto Rican economy annually. 
While Puerto Rico would receive approximately $1 billion of 
additional federal spending, and save $88 million in local welfare 
expenditures, it would suffer an increased federal tax burden of 
$2.4 billion, and need to impose $1.2 billion in local taxes. 

The lo ng-es t ab lished Congressional goal of promoting economic 
growth and fiscal jit onomy in Puerto Rico would be undermined by 
the destruction of the thousands of jobs which GAO recognizes 
would result from the imposition of a net federal tax increase of 
more than a billion dollars, or almost 3% of GNP , on a developing 
economy with unemployment at nearly 17 percent. The loss of even 
one job is unacceptable. The people of Puerto Rico want to work. 
Giving them the opportunity i« the highest priority of this 
admini s tration. It would be tragic if federal policy were to 
quash opportunity, and defeat our efforts at assuring economic 
growth and vitality, and providing a better tomorrow for our 
ch i Idren . 
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Tax Incentives Are "Critical" to Puerto Rico 

The economic development of Puerto Rico has been possible 
through enlightened federal and Puerto Rican policy supportive of 
private investment. For over 65 years, Puerto Rico has relied on 
tax incentives — its own and those made available by the federal 
government — to bring industry and jobs to an island that has 
few natural economic attractions. Located far from major 
markets, with no mineral resources and high energy costs, Puerto 
Rico depends on these tax incentives for its economy viab lity. 
Apart from the fiscal and tax autonomy, U.S. law actually 
exacerbates Puerto Rico's economically disadvantaged position. 
The federal government imposes higher costs on bus in ess in Puerto 
Rico than they would have to bear in neighboring jurisdictions in 
the Caribbean or competing economies in the Far East and elsewhere 
such as the U.S. minimum wage, environmental restrictions, and 
the requirement that goods and raw materials shipped by sea 
between the U.S. and Puerto Rico be transported on expensive U.S. 
flag ships. 

The imposition of federal corporate and personal income taxes 
on the Commonwealth would destabilize our entire economy, throw 
nearly 102 of our workforce out of work, and force many to 
migrate . 

This radical change in federal policy would undermine Puerto 
Rico|s efforts to address its most critical economic problem-- a 
declining capacity to generate jobs sufficient to employ the 
Commonwealth's working age population. Our Administration has 
placed the highest priority on restoring robust growth, and 
increasing job creation on the island. Since 1985 total 
employment has increased by more than 82,000, and the unemployment 
rate has fallen by more than 6 percentage points. But much 
remains to be done. Unemployment still remains too high, at 
16.6%, and the labor force participation rate remains below 45%. 

The imposition of federal taxation on our economy would be 
truly catastrophic. it would not only undo the impressive 
progress of these past two years, but threaten the possibility of 
future prosperity. Puerto Rico's economic growth, and its 
continued development requires the continuation of fiscal and tax 
policies supportive of private investment. The extension of U.S. 
corporate and personal income taxes would grievously injure our 
growth potential and erroneously force the island down the 
destructive road of high taxes and dependency. 

It is not surprising that the draft GAO report concludes that 
federal tax benefits appear to have been critical to Puerto Rican 
industrial development to date" (page 148) and "are likely to 
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Nowon p. 129. 



remain major inducement for foreign investments in Puerto Rico" 
(page 150). It is surprising, though, that the draft GAO report 
does not counsel against this radical change in federal policy 
which is "critical", indeed vital, to the future economic 
prosperity oC the Commonwealth. 

Economic Consequences of the Imposition of Federal Corporate and 
Income Taxes . 



The economic consequences of extend ing federal corporate and 
income taxes to the Commonwealth would be disastrous. Based on a 
detailed and complete mo deling of the dynamic effects on the 
Puerto Rican economy of a repeal of section 936 and Its 
repl acement with a wage credit, the economists at ICF, Inc., 
concluded that 61,000 jobs almost 92 of all private sector jobs 
In Puerto Rico, would be lost. We urge that GAO give careful 
study to the ICF report, one of the most thoughtful and 
comprehensive studies of the Impact of federal tax Incentives on 
the Puerto Rican economy that has yet been done. 

The full Imposition of federal corporate and Individual 
Income taxes In Puerto Rico would have an even more severe 
impact, since (1) all corporate activity, whether of Puerto Rican 
or foreign corporations, or 936 subsidiaries of U.S. firms, as 
well as (i.) iill personal Income would be subject to federal 
t axat Ion . 

Even under GA0*8 admittedly more limited ass umpt Ions, GAO 
estimated a loss of 45 ,700 direct jobs. Job losses of this 
magnitude are clearly unacceptable, and would have devastating and 
regressive social effects. Increasing our unemployment rate by 
more than 20% . 



The Myth leal Federal Revenue Increase 

The GAO study employs an admittedly limited methodology. It 
utilizes a static, accounting-type approach which falls to analyze 
long-term, dynamic effects. The draft report "estimates" that 
federal revenues would be about $2.7 billion higher If federal 
Income taxes were extended to Puerto Rico, the Virgin Islands, 
Guam and Amer lean Samoa. That number Is subject to so many 
Infirmities, uncertainties and contingencies, most of them 
acknowledged In the draft report Itself, that it should not be 
dignified as a GAO estimate. The colloquial "guesstimate" might 
have been a better expression, but even that term connotes a more 
reasoned and reliable prediction than can be claimed for the $2.7 
billion figure. At most, GAO should have provided low and 'ligh 
estimates, thereby clearly communicating the high degree of error 
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in vo I ved j 
e f fee t s . 



rather Chan attempting to place a dollar figure on these 



the 



The GAO revenue 
following reasons: 



estimates are significantly overstated for 



Now on pp. 133-135. 
Now on p. 3. 



1. The "estimate" is based on 1983 tax return data, 
already four years old. It does not fully reflect 
the effects of the 1982 TEFRA amendments, which 
were estimated to generate more than $350 million a 
year in additional revenue. 

2. The "estimate" fails to reflect the substantial 
reductions in corporate and individual tax rates 
enacted as part of the historic Tax Reform Act of 
1986. 

3. The "estimate" fails to incorporate the amendments 
to section 936 effected by the Tax Reform Act of 
1986, which was estimated to capture more than $300 
million in additional revenue over five years. 

4. The "estimate" does not take account of the 
dramatic decrease in social security, personal 
income and corporate tax revenues that would 
accompany the migration of hundreds of businesses 
and thousands of jobs from Puerto Rico if federal 
taxes were imposed. 

5. The* "estimate" does not take account of the 
reduction in federal revenues that would result 
from the deduction of Puerto Rican income taxes on 
the federal income tax returns of individuals and 
businesses in Puerto Rico. The assumption that 
Puerto Rico would simply cede income tax 
jurisdiction to the federal government without 
availing itself of income taxes which presently 
represent 32% of the Gcvernment's budget, 
particularly when its residents can deduct such 
caxes on their federal returns, is absolutely 
unr ea I is t ic . 

The draft report's ind u s t ry-by- Indus t ry analysis (pages 
156-159) forecasts "a likely relocation of firms to more 
tax-advantaged locations." It predicts that "annual federal tax 
revenue could decline significantly over the long terc primarily 
because some businesses likely would close, relocate, or dc'.;;;-size 
operations after tax Incentives disappeared" (page 4). The draft 
report suggests that "total annual federal revenue could decline 
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to $2.i billion or less" (emphasis added). Even this number 
appears to be nothing more than a shot in the dark. 

Need to Maintain Puerto Rico's Tax Base. 

Most unrealistic is the assumption that Puerto Rico could or 
would respond to the imposition of federal taxation by aboliohin,; 
its own taxes . Puerto Rico could not absorb the contemplate d 
revenue loss of more than $1.2 billion, which accounts for more 
than 32% of local spending. As the GAG report makes clear, 
increased federal assistance will only displace $88 million in 
local spending. 

The public sector employs more than 180,000 workers — 30,000 
more than in manufacturing — and carries a heavy burden of 
responsibility, particularly in education with its younger 
education than the U.S. These essential services cannot be 
curtailed, and these workers must not be added to the unemployed. 
Thus, Puerto Rice would inevitably have to maintain the $1.2 
billion in local revenues GAG assumes Puerto Rico could somehow do 
without . 

The alternative of a sales tax, supported by some GAG 
interviewees, mu9t be avoided for its regressive effects. The 
draft report fails to point out that Puerto Rico presently levies 
a 6.6Z excise tax, which is higher than any state sales tax in the 
United States, and a 19.8% excise tax on electrical products, 
automobile parts and certain other items, and a tax of automobiles 
which dwarfs that of any state. An increased excise tax or a 
sales tax on top of the current excises is simply out of the 
question, and would unconscionably burden Puerto Rico*s 
lowet, - income groups. 

Thus, Puerto Rico would forcibly have to retain its present 
corporate and income taxes. The combined effect of federal and 
local taxes would necessarily result in a tax increase for all 
taxpayers, and have a regressive effect, further increasing the 
tax load on our lower income groups. Equity considerations aside, 
the combined feder.il and local tax burden would so weigh over the 
economy as to destroy the incentive structure vital to growth. 
The draft report falls woefully short in analyzing the economic 
effects on Puerto Rico of (l) either los-ng its tax base, or (2) 
the extraordinarily high tax rates that would result from the full 
imposition of federal and Puerto Rico corporate and income taxes. 

Social and Human Needs of Puerto Rico 



Page 155 




GAO/HRI>87-60 Welfan* and Taxes 



Appendix Vn 

Comments From the Governor of Puerto Rico 



--6-- 



In evaluating the desirability of fully extending social 
programs to Puerto Rico the GAO study fails to assess the most 
important consideration that should guide Congressional policy in 
this area— whether existing federal programs fully satisfy the 
most basic human needs of U.S. citizens in Puerto Rico. By 
ignoring this fundamental consideration, Congress was deprived of 
an assessment of the extent to which the human needs of U.S. 
citizens in Puerto Rico are met. For example, under present 
federal policy, the more than 121,000 aged or disabled Puerto 
Rican residents not now eligible- for assistance under SSI receive 
a total federal monthly assistance of only $32 as compared with 
$314 in the U.S. mainland. Clearly, increasing this assistance 
presents one of the more compelling cases for enhanced federal 
social spending. These determinations should be governed 
exclusively by a concern for providing all U.S. citizens the 
minimum standard of living and assistance that any U.S. citizen 
should have. 



The Commonwealth Relationship 



Now on p. 56. 



The draft report erroriously concludes that the nature of the 
Compact between the United States and Puerto Rico, and whether 
Puerto Rico is a territory subject to the plenary authority of 
Congress "has not been resolved by the courts." (page 76) 
Numerous court decisions have fully recognized that: 



Although GAG recommends that Congress slowly and 
simultaneously increase federal tax collections and social 
spending, it fails to point out that in recent years Congress has 
significantly increased federal tax revenues without an offsetting 
increase in social spending. Through the tax reform process 
Congress has already increased federal tax revenue attributable to 
Puerto Rico-source income. The TEFRA amendments were expected to 
increase federal tax revenue from companies doing business in 
Puerto Rico by nearly $352 million a year, and the 1986 Tax 
Reform Act is expected to increase tcderal revenue by more than 
$300 million over a five-year period. There has not been an 
inexorable linkage connection between federal taxes and federal 
spending in Puerto Rico, given the nature of our economy, there 
cannot be. 
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"(i)n 1952, Puerto Rico ceased being a territory of the 
United States subject to the plenary powers of Congress as 
provided in the federal constitution. The authority 
exercised by the federal gover nment emanated thereafter from 
the Compact itself. Under the Compact between the People of 
Puerto Rico and the United States, Congress cannot amend the 
Puerto Rico Constitution unilaterally and the gove r nment o f 
Puerto Rico is no longer a federal government agency 
exercising delegated powe r . " 

United States v« QuinoneSj 758 F. 2d 40 (1st Cir. 1985). 

See also Posadas de Puerto Rico Associates v. Tourism Co. of 
Puerto Rico, 106 S.Ct. 2968 (1986); Rodriguez v« Popular 
Democratic Party, A57 U.S. 1, 8 (1982); Examining Board of 
Engineers Arquitects and Surveyors v. Flores de Otero, 426 U.S. 
572 , 594 (1976): Calero-Toledo v. Pierson Yacht Leasing Co. , 416 
U.S. 663 , 672-673 ( 1974); Mora v. Mejias , 20C F.2d 377 , 386-88 
(1st Cir. 1 953) . 

Congress deserves a better exposition of the significant and 
sensitive issues involved in extending federal taxation to Puerto 
Rico. 



CONCLUSION 



Now on p. 5. 



Although the draft report makes a compelling case for not 
tinkering with federal tax incentives in Puerto Rico, the reader 
is left somewhat bewildered by the report's failure to state the 
obvious recommendation to Congress: eliminating tax incentives is 
not the way to pay for an increase in federal welfare benefits in 
Puerto Rico . 

The draft report's suggestion (at pp. 8-9, 101) that if 
Congress wants to make changes in the tax structure it should 
consider doing so by partly r 'Educing Sect ion 936 benefits further 
confuses the issue because it is inconsistent with the report's 
cogent warnings that tax incentives are "critical" to industrial 
development *n Puerto Rico and that their repeal or reduction 
could lead to massive relocations and job losses. Indeed, even 
renewed public debate over this sect ion tool of economic 
development could be extremely harmful to Puerto Rico. Moreover, 
the Administrat ion and Congress have given the ir assurance that 
section 936, as recently modified by the Tax Reform Act of 1986, 
will be preserved as a tool for economic development in Puerto 
Rico and the Caribbean. 

According, neither a full nor a partial '-epeal of section 936 
is an option that should be suggested for consideration. 
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June 2, 1987 



Mr. Richard Fogel 
Assistant Comptroller General 
US General Accounting Office 
Washington, DC 20548 

Dear Mr. Fogel: 



The two areas covered by the Report, being so closelv 
related to the political status question in Puerto Rico', 
should be researched properly, comprehensively and 
professionally* Even though this previous advice were fully 
implemented, it may not be enough* 

Direct participation by the politically interested 
parties m Puerto Rico, since the very inception of the 
study, IS a most desirable element of the methodology to be 
applied, it is not enough that reactions be requested after 
the report has been drafted* It is not even enough that the 
information be collected in Puerto Rico during short or 
extensive visits* It is a matter of involving the 
representatives of the parties directly concerned in the 
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research so that they may be acquainted from the preliminary 
and planning stages, with the specific objectives to be 
pursued/ the gathering and analysis of the data, the 
constraints inherent to the undertaking and the conclusions 
finally arrived at. 

If such procedure were followed/ it would generate a 

sense of trust; its results would be recognized as free of 

any disguised intentions or biases distorting the value of 
the whole effort. 

As these subjects are so intertwined to the status 
resolution of the United States-Puerto Rico relations/ there 
are a considerable number of related issues and tie-ins 
which must be looked at simultaneously with the subject 
matters being researched. 

Keep in mind/ for example/ that Puerto Rico is presently 
one of the leading buyers in the United States market. We 
are required to use the United States merchant marine in 
moving to or from Puerto Rico. We provide the United States 
the largest and most complete naval base in the Atlantic 
coast. i^uerto Ricans are recruited into the United States 
military forces as if we were a state. Thus/ Puerto Rico's 
contribution to the United States can not be looked at 
solely from the point of view of our tax contributions to 
the United States Treasury. 

My position is summarized in the following observations: 

1. I am gravely concerned and personally opposed to 
the report/ even though it appears to assume a neutral 
position on the subjects covered. It discusses a proposal 
which our Administration is not presently pursuing nor 
intends to pursue in the coming years. It is an unilateral 
undertaking that I do not endorse. 

2. It is being brought to public discussion in a most 
inopportune occasion. It injects an status oriented issue 
into our politically heated environment when our repeatedly 
seated policy has been to .ostpone any status oriented issue 
while we reconcile our divided families and rehabilitate the 
Commo*nwealth economy. 

3. It relates to a radical change in the United 
States-Puerto Rico relations/ which will have a disastrous 
impact in our economy. It will affect the individual and 
corporate taxpayers and our collective lives as well. There 
has never been a natural/ economic or social disaster of the 
nature and magnitude that this change may trigger. 
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4. It will mean the 
plants opsrating in Puerto 
United States Internal Code 



closing of those manufacturing 
Rico under Section 936 of the 
providing the highest paid jobs. 



5. Most importantly, it would destroy the promotional 
effectiveness of the Economic Development Administration to 
induce new manufacturing plants to establish their 
operations in Puerto Rico. 

6. The chain reaction of this unfavored change will be 
everlasting and definitely negative. The elimination of the 
best paid manufacturing jobs means the loss of wages and 
salaries to the tune of close to 20% of our net income. 
This unexpected, undesired and catastrophic drawback will 
affect ouz purchasing capability of goods and services to 
feed, clothe and shelter our growing population. Larger 
members of oui: families will go into the Nutritional 
Assistance Program, the assistance to families with 
dependent children, and the supplemental security income. 
Rather than a developing economy, we would change into a 
grossly dependent economy. 

7. Local banks would lose a sizeable part of their 
deposits, mainly those held by 936 manufacturing concerns. 
These deposits -close to 40% of the total deposits held in 
Puerto Rico- v^ould be transfei'red away from Puerto Rico. 
Such a sizeable loss in bank deposits would mean reduction 
m the number of bank employees with its consequent loss of 
a payroll that runs into the millions. 

8. Just as important would be the consequent effect 
over the lending activity in corruTtercial, industrial, 
personal and real estate operations of the banks holding 
these deposits. The interest rate will inevitably go up. 

9. Our local government vill lose a substantial amount 
of funds badly needed for financing our public services. 
Whatever income, which presently enters into our 
Commonwealth Treasury, is deviated to the Federal Treasury 
means children that must be left out of school; policemen 
that will not protect our families; newborn, children, 
young, adults, old aged, and handicapped members oC our 
population that will not be cared in their health needs; 
roads that will not be built nor maintained, and, thus, we 
may add to the list of public services that will be sharply 
curtailed or eliminated. 
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10. Thare will not be any possibility o£ substituting 
the lost revenue with new taxes. When a recession of this 
type is created, it is simply unjust -not to say an 
impossible political decision- to increase the tax burden to 
individuals and corporations who hardly can survive. 

Unless you could convey to the Congress the disastrous 
impact o£ extending the income tax code to the Puerto Rican 
taxpayer, I would advice you to postpone the submission o£ 
tnis report. In the meantime, you could delve in greater 
depth into the social an^ economic circumstances o£ present 
Puerto Rico in order to come to a more comprehensive and 
factual presentation o£ this controversial matter. 



Miguel A.' Hernandez ^Agosto 




Enclosure 
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AN ANALYSIS OF THE 
GENERAL ACCOUNTING OFFICE REPORT 
ON "WELFARE AND TAXES: EXTENDING BENEFITS 
AND TAXES TO PUERTO RICO, VIRGIN ISLANDS, 
GUAM AND AMERICAN SAMOA" (REVISED) 



The General Accounting Office Report is an attempt to 
measure the benefits of extending to Puerto Rico certain 
welfare type programs to which all states of the Union are 
presently entitled. At the same, time the study measures 
the amounts of corporate and personal taxes that Puerto 
Rican residents would pay if the Federal Tax Code would be 
extended to Puerto Rico. According to the Report, the 
estimated additional transfer payments to be received by 
Puerto Rico would amount around 1 billion dollars. The 
estimated additional federal taxes to be paid by individuals 
and corporations would amount to 2.4 billions of dollars. 

In this analysis, we measure some of the economic 
impacts of the changes in the flow of funds between the 
economies of Puerto Rico and the United States, that result.* 
from the General Accounting Office study. For this purpose, 
we have used the Senate's Econometric Mode]. We have 
emphasized the employment and Gross National Product impact 
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because these are the most critical variables in the 
economy. However, it should be emphasized out that the 
impacts of the increases in taxes and transfers imply a 
radical change .in the economic structure of Puerto Rico. 

According to the Report, the estimates of additional 
transfers and taxes are the following: 



^ddihional Transfers MM$ 

a. SSI 411. o 

b. AFDC 72.3 

c. Medicaid 326.2 

d. Foster Care 3.1 

e. Child Support 0.5 

f. Food Stamps I8.8,>,Q,. 

TOTAL 1001.1 

Additional Taxes 

a. Corpor»-cions 2080 

b. Individuals 365 

2445 



The approach of the report is that of -comparative 
statics", which does not take into consideration the dynamic 
implications of the indicated changes . In fact, these 
impacts would be of such magnitude that the estimate of 
taxes and transfers will be considerably different from the 
original calculations made by the General Accounting Office. 
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The economic policy reflected in the Report implies a 
radical departure from the economic strategy that 
transformed Puerto Rico during the last thue and a half 
decades. The Puerto Rican development strategy has relied 
mainly on the manufacturing sector . This sector is the 
cornerstone of the Puerto Rican economy. Particularly 
important is the export sector of manufacturing, which is 
favored by the existing tax laws. In fact, the 
transformation of Puerto Rico from the backward conditions 
of the late forties to the modern society of the eighties is 
mainly due to the role that the manufacturing sector has 
played in the economy. This sector employs about .150,000 
persons, which in turn generates another 140,000 indirect 
jobs. This means that 32% of the total Island's employment 
depends on the manufacturing sector. 

We have estimated that, the portion of the manufacturing 
export sector that could be directly affected by the 
extension to Puerto Rico of the Federal Tax Laws, generates 
about 80,000 direct jobs and another 90,000 indirect jobs. 
However, the significance of manufacturing in the economy 
goes beyond the employment opportunities that have been 
created. This is the main productive sector of Puerto Rico 
and it is, in fact, the main training center for our labor 
force. The side effects related to the formation of a 
highly qualified labor force, including a sophisticated and 
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nuriierous mbnagerial class has created some of the conditions 
for further economic expansion in the Island . However, it 
should be pointed out that Puerto Rico is not a developed 
society, but one in transition from the take-off stage of 
economic development to that of a sustained growth stage. 
Our level of personal income per-capita is about one third 
of that of the United States. 

It is our considerate opinion that, the changes 
described in the General Accounting Office document will 
imply a fatal blow to the manufacturing sector of Puerto 
Rico and to the related business activities. If all 
manufacturing activity that has prospered under existing tax 
preferential treatment (936 code) , were to migrate from 
Puerto Rico, total employment losses would be of the 
magnitude of 170,000 direct and indirect jobs, which means a 
reduction in total employment of about 20%, which could 
imply an unemployment rate of well over 35%. Even if only 
half of those plants were to migrate, the level of 
unemployment could reach over 26%. It is not an exageration 
to conclude that the implementation of the Federal Tax Code 
in Puerto Rico could imply the eventual destruction of a 
large part of our industrial base. We must keep in mind 
that, at the present time, and due to the fierce competition 
from the East-Asian countries, many of our industries are 
going through a most difficult situation. If Federal taxes 
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were imposed, these will develop a further determination in 
the relative profit rates between Puerto Rico and the 
alternative most profitable country, 

DIFFERENCES RKTWEEN AFTER TAX PROFIT RATES OF PUERTO RirO 
AND THE ALTERNATIV E MOST PROFITABLE roriNTpy 



SECTORS 



Food 

Apparel 

^Pharmaceutical 

Electronics 

Instruments 



DIFERENCE IN PROFIT RATES 
(With Federal Taxes) 

-6,33 

-8.6 

-5.8 
-11.8 
-13.2 



Source: Benefit Cost Analysis of Section 936. ICF. 
Washington D.C. 1985, 

As the experience of recent years indicates, industrial 
migration from Puerto Rico will be orientad toward other 
developing countries and not to the United States, 
Consequently, the estimates of Treasury's tax income of 2,4 
billions of dollars reflected in the General Accounting 
Office Report are grossly over-estimated. The Report 
indicates that if the adverse impacts are taken into 
consideration, tax income to the U,S, Treasury would be 2.1 
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billion dollars instea(? of 2,4 billions. It is obvious that 
a reduction of only 12.5% in tax income, due to the effects 
of industrial migration and other negative impacts, implies 
only a marginal change • However, all the evidence points 
out in the direction of a radical change in the economic 
structure of the Island. Unfortunately, th^ General 
Accounting Office Report does not ex^.ain the methodology 
used to compute such a small reduction in potential tax 
income. 

A recent study, carried out by a Washington firm, 
indicated that, if the present preferential tax treatment 
were to be eliminated and substituted by a massive wage 
subsidy program, direct employment losses could range from 
24,000 to 56,000. If we apply the employment multiplier of 
our model, this could mean a reduction of 43,000 to 100,000 
jobs, which means that even in this case the employment 
impacts could be very significant. Given these reductions 
in employment, then output and income will be also reduced. 
This will induce a corresponding leduction in tax revenues. 

An economic disaster of such magnitude will have very 
grave social consequences, including a massive migration to 
the United States, increases in crime rates and other drug 
relateO social problems . Puerto Rico has more than double 
the unemployment rate estimated for the United States. Our 
crime rate is also relatively b^gh. We do not think we 
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should aggravate the existing situation v;ith an alternative 
that implies more welfare and less production, in fact, 
what we need is precisely the opposite. 

Given the deterioration in social conditions, the amount 
of Federal transfers to Puerto Rico would be more than the 
one estimated in the Report, Obviously, these transfers 
could mitigate part of the negative effect of the 
dismantling of the manufa uring sector. 

We have estimated that the employment effects of a 
billion dollars in Federal transfers would be about 49,000 
jobs. The problem is that there is a qualitative difference 
between this gain in employment and the employment losses in 
the manufacturing sector. The economy, instead of being 
fueled by exports of goods and services would be supported 
by Federal Transfers, creating a non-viable economic 
structure, depending on the fluctuations of the expenditures 
policy of the Federal Government, This is not the kind of 
society that the Puerto Rican people and its duly 
constituted government have defined for themselves. The 
road to progress is through economic development and self 
reliance and not through dependence and welfare. 

We have to recognize that the role of Federal Transfers 
is already very high in this economy. According to our 
econometric model, transfers generated 24% of the Gross 
National Product and 26% of the total employment during 
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1985. An increase in Federal transfers by 1 billion would 
increase its role to about 30%, if other things stay equal. 
But, the substantial contraction in the manufacturing sector 
could expand the proportional role of Federal transfers, 
depending on the magnitude of the manuf acturir t 
contraction. If half of the 936 manufacturing sector 
migrates, that could imply a reduction of about 20% in the 
Gross National Product of Puerto Rico. The reduction in 
G.N.P . is larger in percentage terms than the reduction in 
employment because the level of output per man in the 
manufacturing section is larger than the average. On the 
other hand, the estimated increases in Federal transfers 
would increase Gross National Product by about 5%. So the 
net effect of these two variables (exports and transfc cs) , 
in terms of Gross National Product, could be a reduction of 
about 15%. This is assuming a migration of half the 936 
manuf aturing sector . 

Besides the negative impacts in the manufacturing 
sector, we have to consider the negative effects on local 
corporations and individuals. The Report does not provide 
information related to the breakdown of the 2.08 billions of 
dollari: in additional corporate taxes. But, a substantial 
portion of these taxes will be paid by local businesses 
other than manufacturing. In order to measure the impact on 
local business of the possible increases in costs, related 
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to this additional tax burden, we would need more details of 
the methodology used in the Report. Total Corporate taxes 
in Puerto Rico amounted to 621.1 millions of dollars in 
fiscal year 1986 and personal taxes in 1985 amounted to 727 
millions of dollars. An increase of 365 millions of dollars 
in personal taxes, implies a personal tax burden 50% higher 
than the one that existed in 19?'5. The implications, in 
terms of incentives to work and to invest, are very 
difficult to quantify, but undoubtedly, they could be 
disastrous to this economy. The same thing could be said 
with respect to a probable substantial increase in taxes to 
local firms. If the resulting tax burden is too high, the 
changes considered in the G.A.O. Report could then induce a 
reduction* in local taxes and, consequently, in the level of 
government activities and services. How much will be the 
reduction in this level of activity is very difficult to 
quantify with precision, because it will depend on the 
reduction of the tax burden conc'.dered appropiate to keep 
local business profitable. However, it is clear chat the 
contraction could be a very large level of much needed 
public services in areas such as education, which receives 
the largest share from the present Government budget. 

Another aspect of the problem is how Federal transfers 
are used in Puerto Rico. Most of the programs related to 
thei;e transfers were designed to satisfy the needs of a 
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developed society such as that of the United States in which 
many social problems have a marginal character. However, 
Pue*:to Rico is at a much lower level of development and our 
needs and priorities are significantly different. Federal 
programs provide many useful services, but such 
appropriations could be used better -in terms of our local 
reality- if only Congress could allow us the required 
flexibility in implementing them. An example in point is 
the food stamp program now operating as the Nutritional 
Assistance Program. If this program had been originally 
implemented as a local developmental program, the total 
amount of jobs created could have implied the reduction in 
almost 40% in the number of unemployed. At the present 
time, the program generates about 20,000 jobs in comparison 
with a figure of 90,000, estimated to be created through a 
local developmental program. 

ALTERNATIVE FM PLOYMEN T IMPACTS (1985) 
(thous. of jobs) 
Nutritional Assistance Program 20.0 
Food Stamps 14.9 
Developmental Employ. Program 90.0 

However there is no doubt that some of the programs 
included in tha G.A.O. Report could imply substantial 
benefits to the Island social needs. This is the case of 
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MedicaiJ. An increase of 326 millions cf dollars in F'-Jeral 
transfers related to Medicaid, could have important 
implications for the quantity and quality of medical 
services offered in Puerto Rico. In fact, the increase in 
Medicaid benefits imply an increase of 37% in total medical 
expenditures in the Island. These expenditures amounted to 
930 millions of dollars in 1986 . These services are very 
labor intensive and for this reason an increase of 326 
millions of dollars in these activities would have some 
important effects. 



E MPLOYMENT IN THE HEALTH SECTO R (1984) 
(thousands) 



Hospitals 35.6 
Laboratories 2.7 
Other Professionals 4 . 6 

42.9 

This level of direct employment generates a total 
employment of 62,628 jobs. It is estimated that an increase 
of 326 millions in tnese services would generate a total of 
28.5 thousands jobs. 

However, it is clear that the positive impacts of the 
increased benefits are not comparable with the economic 
damage that could be caused by the extension of Federal tax 
legislation to the Island. 
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April 28, 1937 



Hon. Fortney Stark 

US House of Representatives 

1125 IiHOa 

Washington, D.C. 20515 

Dear Congressman Stark: 

I appreciated very much getting a copy of the GAO draft report; 
"Welfare and Taxes: Extending Benefits and Taxes to Puerto Rico...". 

Even without studying it concientiously, it is easy to identify 
serious flaws in its contents which render it very misleading. A 
major difficulty with the draft report is that its statistics are 
outdated and do not take into account the effects of last year's Tax 
Reform Act, which changed corporate taxes both in Puerto Rico and in 
the mainland significantly. The study also skews its main findings 
by not giving sufficient weight to countervailing factors that are 
acknowledged in other parts of the report. This is particularly tru^ 
about the general finding that new federal income would be higher 
than new costs if the premises on which the study is based were to 
come about. 

The major flaw in the study's approach is its limited parameters 
and lack of in-depth analysis. For example, the study does not 
include all the basic federal assistance programs in which the 
insular jurisdictions participate inequitably; A prime example is 
Title I of the Primary and Secondari' Education Act which provides 
students from the island much less help than thf* one received by 
those in the mainland. 

Moreover, the study does not explore important differences in the 
treatment of the various insular jurisdictions. For instance, it 
does not reflect upon the fact that feder.*l per capita disbursements 
in Guam are as high as $5004.93 whereas in Puerto Rico, the amount is 
only $1834.87. 

Likewise, although the study recognizes that extending the whole 
federal fiscal system to Puerto Rico would seriously affect Puerto 
Rico's economic situation, raise controversial legal problems and 
might even affect the political relationship between the island and 
the U.S., it does not explore these conclusions nor their 
implications in any adequate or extensive manner. 

Other major areas in which the report could be considerably 
improved are the following: 
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1. The study seems to assume that equal treatment ^or the 
insular jurisdictions under federal programs would compensate 
for the multiple effects tnat would result from their lojs of 
local fiscal autonomy. There is no analysis of the 
significant social, economic and political costs that would 
arise net only for Puerto Rico but for the U.S. as well. For 
example, what will happen to Puerto Rico's huge external debt 
is not touched upon at all. 

2. The study has a jaundiced vlo.w about the consequences of 
eliminating Section 936. of the IRS code since its analysis is 
very incomplete, it assures that the negative impact on 
Putrrto Rico's industrial possibilities should the tax 
incentives be terminated could be compensated by other 
advantages, v^ithout discussing at all whether Congress would 
in fact enact such other advantages. 

3. The study is silent regarding the .causes and effects of the 
unreasonable application of some federal standards to Puerto 
Rico. It does not measure ho." the island's economic 
development has been hampered by federal action such as the 
imposition of the feder^il minimum wage* the indiscriminate 
application of environmental and immigration laws, ^tc. 

4. There are also technical aspects of the study which need to 
be verified, such as: 

a) The level of the estimated funds Puerto Rico would receive 
under federal assistance programs seems unduly low. for 
instance, under the Nutritional Assistance Program, Puerto 
Rico would be slated to receive $1159 M and not $1036 M, as 
GAO reports. 

b) Quotes ascribed to Puerto Rican government officials (pps. 50 
and 52) may not reflect the official Commonwealth government 
position. 

c) The description as to how federal fiscal laws v>pply in Puerto 
Rico does not seem to be precise. 

This is just a sample of some of the flaws we have found. I can 
assure you there are many others. In view of this, I would 
appreciate that you ask GAO to give ^ple time to representatives of 
the Commonwealth of Puerto Rico so that they can present their views 
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unconstrained by xigid. time IL^nits. It would also help if you could 
ask GAO to review the document and do a more ccnnplete and profound 
analysis of the issue. I would appreciate your assintance in this 
matter very much. 



Yours sincerely. 




Member of Congress 
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THE VIRGIN ISLA^JDS OF THE UNITED STATES 



omcc or the covntNOR 

CIURLOTTC AUAUC ST. 'fHOKAS. V. L OOtOl 



May 1, 1987 



Mr, Richard Fogel 

Assistant Comptroller General 

United States General Accounting office 

441 G Street, NW 

Washington, D. C, 20548 

Dear Mr. Fogel: 

Please accept my appreciation of your invitation to 
comment on a draft report by the GAO on extending welfare 
benefits and taxes to Puerto Rico, Guam, American Samoa, and 
the Virgin Islands • This letter is my official response, 
which I understand will be included in any final report of 
the GAO. 

The lengthy draft report (GAO/HRD-87-60) was made 
available to me for review in advance of publication. I 
understand it was prepared at the request of the Chairman 
and Ranking Member of the House Ways and Means Subcommittee 
on Public Assistance and Unemployment Compensation. It 
analyzes a Congressional proposal to fully extend certain 
federal welfare programs to Puerto Rico and the territories 
and to collect and retain in the U. S. Treasury federal 
income taxes in these areas. 

Your report politely points cut the devastation such a 
tax-retention scheme would have on th^se off-shore econo- 
mies. But for me, the consequences on the entire way of 
life of the people of the Virgin Islands would be so great 
that it is difficult to accept the idea realistically, much 
less calmly or politely. I am vehemently opposed to tho 
tax-retention plan. 
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May 7, 1987 



What would cause Representatives of the United States 
to propose siphoning off 60% of the annual revenues of the 
Treasury of the Virgin Islands? Is it the difficulty 
inherent in treating territories differently than states? 
Is it a goal of equalizing federal treatn^ent of states and 
territor?.es? The quid pro quo or this proposal seems to be: 
in exchange for the more generous stateside welfare pro- 
grams, the federal government keeps territorial income 
taxes* 

I do not intend to get drawn into a di:;cussion over 
whether dollar-for-dollar the Virgin Isicinds gains or loses 
under the exchange. I do not even intend to underscore or 
detail the obvious: that if you eliminate 60% of the operat- 
ing funds of this Government, there will be thousands more 
Virgin Islanders applying for those federal welfare pro- 
grams. Nor do I believe anything like 60% of our current 
revenues can be made up locally through new or increased 
taxes without the same result: thousands of peopl** losing 
their jobs with nowhere to turn but welfare. 

What I do want to discuss is the relationship of the 
Virgin Islands to the United States, the frustrations 
involved in that relationship, and the effect of the current 
proposal on that relationship. While these matters were 
touched on in the draft GAO report, particularly through the 
remarks of local public figures in response to the U. S. 
retaining income taxes, they are basically brushed aside in 
favor of statistical data; i.e., how much would these 
programs cost, how much can be collected, etc. But isn't 
there a more important question involved? Can the Unite*' 
States keep the income taxes of territorial citizens simply 
because Congress decides to do so? Are there no legal 
impsdiments to this proposal? 

I like to believe that most members of Congress struc, 
gle with the idfta that the United States "posses^ies" another 
land and its people. Somehow it seems to run against the 
grain of democracy. B; t, nevertheless, that is what the 
Virgin Islands is: a possession of the United States, 
purchased from Denmark j.n 1917 for $25 million (in gold 
coin) . 
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Of course, we are now United States citizens. But we 
are also Virgin Islanders. This duality is not the same as, 
say, that of a resident of Texas who is both a U. S. citizen 
and a Texan; for as a Texan he is an important part of the 
union of states. What powers the states have not given to 
the Federal Government ara retained by the states. Virgin 
Islanders have given the Federal Govern" at no power, and 
they only have such power as is given ^ ,c.n by the Federal 
Government. It is an important difference. The Federal 
Government may tax the citizens of the States because those 
citizens have consented to be taxed. Virgin Islanders have 
no way of giving consent or affecting tax policy if they had 
consented. 

Forgive me if these remarks seem elementary or at all 
patronizing. They may be so fundamental as to be taken for 
granted by a U. S. citizen who has never lived in a terri- 
tory. But the federalism you take for granted is sorely 
missed by those of us in the Virgin Islands who do not have 
it, particularly at times like these when we are faced with 
a proposal to retain all of our income taxes in the U. S. 
Treasury and no way to influence that proposal through our 
own vote in the Congress of the United States. 

It seems to me that if Congress desires to make welfare 
programs and taxes "more comparable" between the offshore 
areas and the states, then the basic difference between 
these areas and the states must be addro'"sed. The Virgin 
Islands is an "unincorporated Territory". By definition, 
the laws of the United States are not automatically extended 
to the Territory. "In adopting the Revised Organic Act of 
the Virgin Islands in 1954, Congress made clear that al- 
though it was providing a detailed frame of government for 
the Islands this was not to be taken as an indication that 
it had destined the territory for statehood...". Smith v. 
Government of the Virgin Islands , C.A. 3d 1967, 6 V. I. 136, 
375 F. 2d 714. 

If the desire of CongreL»s is to make the burdens and 
benefits of the Federal Government applicable to the Terri- 
tories in the same manner as they are to the states, then 
the Territories must be given the same representation in the 
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Federal Government as the States. It*s; not that the Virgin 
Islands is ungrateful for the benefits; it's that we want to 
be fairly represented through our own \'ote on the amount of 
burdens . 

My response to the proposal that income taxes of the 
people of this Territory be retained in the Treasury of the 
United States is as vehement and indignant as those "Indi- 
ans" in Boston Harbor over 200 years ago: taxation v/ithout 
representation! As the Governor of an unincorported Terri- 
tory I may have no legal grounds to stop the greatest 
democracy on earth from imposing an income tax on the 
inhabitants of one of its prssessions. But I shall continue 
to use every means I have to persuade the Congress that it 
is wrong. It is wrong because it will devastate our econo- 
my. And it is wrong because it is blatantly undemocratic. 

The Virgin Islands can and shall be a showpiece of 
democracy among Caribbean nations. Our relationship to the 
United States is very visible and often envied. We are 
economically and deinocratically advanced in the eyes of our 
"down island" neighbors. We represent local government by 
the consent of the governed. We are learning democracy 
through our close association with the United States. 
Perhaps nothing could be more damaging for U. S. relations 
in the Caribbean than Federal retention of income taxes 
imposed on the people of this Territory. Even if there were 
a miraculous cure for the immense economic ills of this 
proposal, it still flies in the face of government by the 
consent of the governed. Taxation without voting represen- 
tation is as rep^ignant now as it was to the drafters of the 
Declaration of Independence. 




Alexander A. Farrelly 
Governor 
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POST OFFICE BOX CB-I 
TERRITORV OF GUAM 
U.S.A. 94910 



FRANKLIN J. ARCEO QUITUGUA 
Speaker 



Tel: 472-3401/3 



May 7.1987 

Mr. Richard Fogel 
Assistanat Comptroller General 
U.S. General Accounting Office 
Washington D.C. 20548 

Daar Mr Fogel: 

Hafa Adai from Guam, and Si Yuus Maase for extending to us in Guam the 
opportunity to comment on the draft report prepared by the General 
Accounting Office entitled Welfare and Taxes: Extending Benefits and 
Taxes to Puerto Ricc^. Virgin Islands. Guam and American Samoa. 

I am pleased that the House Ways and Means Subcommittee on Public 
Assistance and Unemployment Compensation saw fit to address this very 
important issue affecting the insular areas. For many years those of us 
from the islands have stressed the need for appropriate treatment with 
respect to taxation, and equitable treatment by social programs of the 
federal government. I trust this report, and the requested comments from 
the islands, will be the basis for recommendations to establish clear 
policy goals on these issues. 

The report generally sums up the factual information on Guam's existing 
state of affairs with respect to the issues of taxation and welfare 
benefits vis-a-vis the federal government. Specific comments on the 
1 
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^presentation of this data L presented in attachment 'A' (Figures used 
hereafter are those estimated by the GAO report, even where those figures 
may not necessarily be agreed to). However. Guam's unique historical and 
economic conditions seem to be slighted by the draft report. These are 
basic issues which I feel need to be recognized. 

Guam's social, economic, and political development since World War II has 
been established by Executive. Legislative, and administrative fiat at the 
federal level. The most significant of the changes was the land use policy 
of the military forces. Federal land use at the end of WWIl was over 40% 
of the island of Guam. This land use policy ended our subsistence agrarian 
economy which had provided the Chamorro people self-sustenance since 
prehistoric times. Our agrarian economy was replaced by a monetary 
economy, canned goods, and other imports. 

Unfortunately, our dependence is not an easy one to esc e. Between 1S ' 
and 1 962, Guam was a "closed port". Even though our economic base had 
been changed, we were at a loss to become a part of the new economic 
order. Even after 1 962 - when Guam's doors opened to the flood gate of 
investment which continues to thi? day - federal land use policies, and far 
reaching federal legislation has stymied our growth. 

These changes in our social and econonic order were in many cases 
beneficial. The benefits of infrastructure, health, and education have been 
deafly evidenced. However, our c'apendence on outside sources of supply, 
and new standards for social development, have ended our 
self-sufficiency. From our point of view then, our depend.-^ncy - which is 
an immediate result of changes engendered by federal policy - is 
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compensated for by federal assistance. 

In contrast to the statements In the introduction of the draft report, I 
would like to point out that we do not necessarily need federa' assistance 
because of our distance from world markets, or our limited inves^aient 
capital, or our scant resources; but rather, because of impediments to our 
growth as a result of federal policies. The Jones Act and the like keep us 
from efficiently trading with our Asian neighbors; Commerce and 
Navigation Treaties between the U.S. and Japan prevent affirmative action 
in employing our local people in Japanese ventures here; federal funding 
for marine and sea bed resources is declining; and inefficient federal land 
use on nineteen (19) separate insiallations prohibit the poteMia! 
utilization of our limited physical resources. 

Additionally. I must take exception to the statement in the introduction of 
the report which notes that "..the U.S. has contributed to the social 
dovelooment of.the areas by extending federa! assistance programs. It has 
heavily supported schools, hospitals, housing and infrastructure projects." 
Certainly federal funding for schools has been regular, but a perspective of 
the issue of federal funding for federally connected students ( Deficiencies 
in Federal F unding for Federally Affected Students - attachment 'B') 
illustrates federal dependence on the Government of Guam for the 
education of such transient students. The Government of Guam annually 
subsidizes the operations of our autonomous hospital, largely to 
compensate for bad debts of indigent patients - patients who would have 
funding if Medicaid was fully extended to Guam. Federal support for 
Guam's infrastruct.sre has been sporadic, and addrf ^sed on a piecemeal 
basis. Over half of the island still has regularly interrupted power and 
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water service, further compounding health prob'ems. If Guam's schools, 
hospital service, and infrastructure have been "heavily supported" by 
federal assistance, the local government - with limited resources and 
enormous restrictions on development - has done more than its share to 
ease the social change brought on by federal policies toward Gua.n. 

I believe that the report would be remiss if it did not recognize the very 
difficult conditions which Guam has faced in the transition from an 
agrarian subsistence economy to a monetary economy. These changes 
were, after all, the result of federal policies toward Guam. Radical social 
change, restrictions on access to the new social order, subsidies for the 
education of transient federally connected students, continuing 
immigration and piecemeal federal support for infrastr jctural 
improvements have generated an immense snowball effect subverting 
Guam's ability to help itself. While federal assistance ha^ in many ways 
increased our dependence, we are powerless to meet the needs of our 
people without it. Certainly an enhanced level of funding for the social 
programs identified in the report would assist the government in meeting 
the many needs of our residents, and help to reduce our deficit by 
supplanting local subsidies for programs that would be better funded if 
full federal program benefits were extended. 

Even the full extension of benefits will not have the same fiscal impact on 
recipients in Guam as they would on stateside recipients. Our cost of 
living is exasperated by the cost of transporting goods «-a-vis our 
relatively ^mall population. Ninety eight pe-cent (98%) of our daily needs 
are imported, and our power costs are some of the highest in the U.S.. 
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Adult Assistance under the Suoplemfintal .Security Innnmp program is a 
program long overdue to Guam. The report's estimate of a 700% increase 
in benefits to Guam residents if the program was fully extended, is in 
itself indicative of our need. As our culture*s extended family system is 
gradually being eroded, we are increasingly dependent on funding to 
address the needs of the aged, blind and disabled. Moreover, there is a 
seething anger on Guam because this program is not already in place - 
especially when such benefits are available to our neighbor islands, the 
Commonwealth of the Northern Marianas. As a legislator for the past 1 0 
years I have many umes been at a loss to explain to the parents of 
handicapped individuals, how they are to cope with the real costs, and 
absence of opportunity for their children. Of course these problems are 
doubly compounded when the parents themselves are dependent on various 
forms of social assistance. In my experience, I have known families to 
leave Guam, for other destinations in the U.S.. just to qualify for these 
benefits. 

The extent to which the report nctes Aid to Families with nftp>^nriftn t 
Children (AFD£1 would increase io again illustrative of our social 
conditions, and the need for further assistance. Again the effects of 
social change are clearly evident in this area. High rates of teen 
pregnancies and /or parents unable or unwilling to support their children, 
ij a phenomena known to Guam only in the past twenty years. This alone 
seems justification for full banefits. The projected increase in benefits 
of approximately 250% if the program were to be fully extended, together 
with the projected increase in Child f^upport EnforrftmAnt funding, would 
assist loc^>l measures which have placed a stiff legal (PL 1 8-1 7) mandate 
that child support oe paid by the responsible parties. 
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We would, of course, wslcome federal support for preventative programs 
aimed at addressing the ongoing problems of social change which many 
youth are frustrated by. Of course teen pregnancy is not the only area that 
would be effected by better funded prevention programs. Attemp'.ad 
suicides for example numbered 238 recorded attempts in1985. However, 
additional emphasis on prevention, should assist in reducing long term 
costs of programs such as AFDC, and Child Support Enforcement. 

Medicaid is a program that will affect almost six thousand (6,000) new 
participants if it were fully extended. This represents approximately 5% 
of the island's population. Local support for the Medically Indigent 
Program is over Two Miiiion Dollars ($2,000,000) annually, and even this 
amount is acknowledged to be One Million Dollars ($1 .000,000) below the 
low estimate of this program's needed funding level. 

The Guam Memorial Hospital (GMH • an autonomous agency of the 
Government of Guam) has had, and is continuing, rate hikes which will 
raise the hospital's r&tes nearly 100% in a eight year period. However, 
even Jhis has not satisfied GMH's revenue needs. Supplemental funding of 
GMH occurs annually to the tune of a -sund Five Million Dollars 
($5,000,000). There are admitted problems of internal mismanagement, 
but the cost of absorbing bad debls from indigent patier^*s, and self paying 
patients who are not categorically ;ndigent", is the most notable 
inadequacy of the hospitals funding shortfall. 'Self pay' patients billings 
are discounted 70%, and even indigent billings are discounted 36% by the 
Guam Memorial Hospital. 
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This year the Department of Revenue and Taxation is holding all individual 
tax refunds until a clearance of hospital billings is obtained by patients 
who owe the Hospital. Garnering payment from indigent patients is a 
difficult process, but the above example does demonstrate the level of 
local vigilance. Clearly, the projected Three Million Erght Hundred 
Thousand Dollars ($3,800,000) in additional benefits with the full 
extension of this program, v-ould greatly assist GMH in funding operational 
and capital improvement costs. It would additionally reduce the existing 
Government of Guam subsidy for hospital operations which is a continuing 
deficit expenditure. 

Increased federal support for Foster Carft and Child Support Enforcfim^nt 
programs with the removal of the AFDC ceiling, would be pursued by the 
Government of Guam. Additional federal funding, in support of our local 
laws on child support payments, would further the full implementation of 
our statutes. 

Guam's participation in the Food Stamp program again shows our 
dependence on federal assistance to meet the basic needs of daily living. 
However, it is one of my personal goals to see Guam's Food Stamp program 
replaced by a block grant program which requires that a percentage of the 
amount was designated for the purchase of locally produced or 
manufactured foods. The Governor, the Director of Public Health and 
Social Services and myself recently met with USDA and food stamp 
program officials in Washington D.C. and San Francisco about our desires. 
We are now in the process of preparing our proposal for Region IX officials' 
reviev/. 
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As the primary motivation for moving the food stamp program to a block 
grant is to give us the flexibility to promote local produce through federal 
assistance, t^<^ need to resolve federal land use inefficiencies is greater 
than ever. Through the transfer of the food stamp program we hope to 
stimulate a consistent agricultural industry which provides employment, 
delivers fresh healthy foods, and reduces our dependence on outside 
sources. Inevitably the need to cultivate larger parcels of land will 
encroach on the existing land holdings of the federal government. Tens of 
thousands of acres of "needed" land are unused, and several thousand acres 
of "excess property" identified by the Department of Defense have not been 
returned. It is certainly time for a Congressional review of the federal 
government's land needs on Guam. 

On the issue of our area income tax becoming part of an extended federal 
income tax, I believe the early American colonists objection to "taxation 
without representation" perfectly sums up Guam's position. Guam 
residurits are not allowed to vote in U.S. presidential elections, and our 
Congressional delegate is without voting powers on the floor of Congress. 
The track record of Guam's civilian community in securing funding for the 
needs of the island is not good. Simply put, Guam is without political 
clout in the nation's capitol. Tho elected leaders of the federal Congress 
have their own constituency to care for first. Hence, we cannot rely on the 
powers that be to provide representation of the island peoples interests 
with any consistency. 

If the area tax were to be extended to the federal income tax system, the 
disastrous effect on our economy, and the subsequent short fall in local 
revenues to meet local needs, would generate extensive social trauma. 
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Already Guam is forced to forego millions of dollars in potential revenues 
due to: commissary and base privileges subsidized by U.S. taxpayers, and 
abuse of these privileges because of the huge price differential of goods 
compared to the civilian sector; security restrictions on the development 
of private property; non-taxable defense activities which are situated on 
property with immense development potential; supplies and materials for 
military activities purchased in the U.S. mainland and shipped to Guam on 
militar>/ ships; and the list goes on. Moreover, the right of the Government 
of Guam to utilize its area tax was established in Guam's original Organic 
Act - as enacted by Congress. It is clear that any attempt to discontinue 
local redistribution of the taxes identified in Section 30 and 31 of Guam's 
Organic Act. would have far reaching economic, social, and political 
repercussions. 

The Government of Guam's right to grant local rebates as incentives 'or 
economic development are important to our island. While there have been 
abuses in the past, there is no denying that me rebates have positive 
effects on attracting investors to Guam. Although the rebate program is 
5 ''ering some pains of abuse, there are investigations underway, and the. 
new administration seems sincere in redressing the use of the program. 

Guam is also working toward delinkage from the federal tax system 
was provided for in \Ue 1 986 Tax Reform Act. While the 1 986 
gubernatorial election, and the early 1987 efforts to address the 
Government of Guam's deficit have moved planning for delinkage off the 
front burner, the Legislature is cognizant of, and generally supportive of 
the delinkage approach. 
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While my comments have responded generally to the issues of fully 
extending welfare programs and Guam's need to redistribute its area 
income tax, these programs in themselves are not seen as an end all to 
needed federal assistance. Indeed, there are many ways in which the 
welfare programs further dependency, and react, rather than solve social 
problems. All the insular areas cited in the report are islands, and as such 
have different onvironment. and needs than jurisdictions in the mainland 
United States. 

In most instances, the existing dependency on federal assistance is ^ 
result of federal policy. This dependency would then be better addressed 
by federal assistance which: (1) recognized the limitations on 
self-sufficiency placed on the i':lands by the federal fjovernment. and 
subsequent provisions for a comprehensive infrastructure plan which 
would allow for consistency in planning and development of infrastructure 
needs; and. (k) allowed for the maximum utilization of such assistance to 
further mea ures of self-sufficiency, by allowing for more local control 
over the use of assistance. The Guam Legislature's Federal. Foreigri, and 
Legal Affairs Chairman has twice this year proposed to Congressional 
committees a comprehensive planning approach as is mentioned abovo in 
item 1 . In the case of the latter item, the Office of Technology 
Assessment in its report on lotftflRtf^ Renewable Resourc^e tvlanaqemeilt 
for insular Areas has proposed a rationale to allow for federal assistance 
to be molded to suit the uniqueness of the island environment. I believe 
that combining the two approaches would significantly boost the viability 
of the local economy, and began to address the social problems which have 
resulted from the dramatic social change and dependency which prevailed 
for many years. 
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I trust that Congress sees the wisdom of assuring the people of Guam that 
Uncle Sam is no* only on their island, but that he \u also on their side. 

Sincerely, 
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SPECIRC COMMENTS ON DATA AND ASSERTIONS 
OF THE DRAFT REPORT 



Nowo^ p. 10. 



Recognizing that the G AO is confronted with a difficult tasK in making 
grneral comments about the conditions and history of the the insular areas 
as a group, the report still falls short in taking note of Guam's unique 
development vis-a-vis that of o:'':er insular areas. If one specific example 
of differences in development could be cited as mal'ing Guam distinctly 
different than other areas it would be the presence o^ the U.S. military 
forces. 

In Chapter 1 (Introduction) p, 14. references to inhibiting factors o' 
insular development do not necessarily suit Guam. This is refererc^Jd in 
the letter to Mr. Fogel. However, the roport would be remiss if it did not 
additionally recognize the federal land use policies and activities as an 
inhibiting factor to our islands* development. Land use itself is a huge 
barrier to our development. But military requirements and special cost 
treatment for utilities and telecommunications access ai.^. 'se, also 
negatively affects civilian consume'' and business development costs, (see: 
A Paper Delivered to Congr^^ss on Guam's Elect ric Utility From Its 
Incftptlon to thft Present. Sixteenth Guam Legislature, Committee on 
General Governmental Operations, 1982) 



Now on p. 11. 



References on p.15. to federal suppcl for "schools, hospitals, housing, 
and r z infrastructure projects'* is in part addressed by attachment *B\ 
ar the cover letter. The assertion that "Long-standing federal policy., 
has aimed at fostering the areas' fiscal autonomy and economic 
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1 

self-reliance" is something that federal policy has not done, unless the 






reference is only to special treatment for our limited ability to garner 






taxes through the area tax privilege of Sections 30 and 31 of the Organic 






Act of Guam. However, even this "privilege" does not represent federal 






policy aimed at "fostering fiscal autonomy" or "self-reliance" in the eyes 






of most residents. Not only is it socially, economically, politically (and 






geopolitically) necessary for Guam to redistribute its own taxes, but there 






are many limitations on our ability to enhance our tax base due to federal 






land use activities. 


Now on p. 12. 




Table 1 .1 on p.16, is one of the most flagrant flaws of the report's 






presentation as it relates to Guam. The draft report even vindicates this 






point through several inconsistencies of its own. 






The inclusion of military salaries as a part of the per capita income skews 






the real per capita income upwards, and reduces Guam's percentage rate 






for funding eligibility in thi * AFDC program, which is a benchmark for other 






social programs. From a local perspective the military is largely 






responsible for the changing social conditions of the island. To include 






military salary as part of the island's per capita income fails to recognize 






the insulated and artificial economy that military spending has generated. 






With military contingencies for Guam slated to bring in thousands of 






additional personnel, the per capita income would be skewed higher still - 






again ignoring the problems of development the military itself has placed 






on our private sector development. 






Recipients of military salaries are "imported" labor, and as such use of 






their salaries ohould be excluded from Guam's per capita income level. 
2 
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Military salaries are part of an unstable economy which local market 
factors have no control over. 

The Department of Commerce has established (recently adjusted) per 
capita income for the civilian sector in 1984 (including civilians paid by 
federal agencies) at $7,504. This figure would be more appropriate to use 
in reflecting Guam's needs for social programs. While many local 
residents join the U.S. military, their numbers do not match the number of 
active duty personnel on Guam. Moreover, one cannot be employed in the 
military on Guam per se, but rather one is assigned to Guam by the 
military. Therefore, use of military employment as a factor of the island's 
unemployment rate is inappropriate. The fact that the i' ..^sion of 
military salaries increases Guam's per capita income illustrates the 
lethargy of our locally generated salaries. 



Now on p. 58. 



The report notes on p. 79 that "...the large military presence would tend to 
stabilize personal tax revenues because military pay is not dependent on 
the island's economy..." illustrates the above mentioned points. 



Now on p. 112. 



The footnote (8) on p. 171 again shows how inclusion of military salaries 
in Guam's per capita income skews participation levels and reduces 
parMcipation for local residents. Although the reference is to SSI 
benefits, the rationale can be easily applied to ceiling limitations for 
Guam's participation in the AFDC program. The footnote reads: "We used 
civilian population for Guam because of the large number of U.S. active 
duty personnel on the island, most of whom would not qualify for SSI 
benefits" 



The reference to Guam's per capita income on p.176 clearly shows the 
3 



ERIC 



Page 193 ^94 



GAO/HRI>87^ Welfare and Taxes 



Appendix XI 

Comments From the Speaker of the 
Guam Legislature 



impact of including military wages in Guam's per capita income as it 
applies to federal assistance ce:lings. The report notes that Guam's 
participation in Medicaid would be 2.41% below Puerto Rico, the Virgin 
Islands and American Samoa, because of Guam's higher per capita income. 
Since this higher per capital income for Guam is actually the result of 
including military pay - thereby increasing the per capita income by $900 
- clearly the use of military pay reduces the benefits of the welfare 
programs available to those who are already subject to disadvantages 
vis-a-vis the military. 



Now on p. 16. 



The report's notation of the Department of Interiors, International and 
Territorial Affairs Office (ITAO) role with respect to the territories 
(p.22) is far too idealistic and should be reworded. It is hardly corroct to 
say that the ITAO "presents and defends the areas' budgets before 
Congress, and promotes the economic, social and political development 
of...Guam..." The International and Territorial Affairs Office is very much a 
political office, and the officials in charge have little choice but to 
support the wishes of the appointing authority. Besides the fact that the 
territories provide little or no input on ITAO's budget presentation. 
Congress has (of late particularly) seen fit to substantially increase the 
budget amounts which ITAO has recommended. 



Now on p. 58. 



One last technical correction which should be made to the draft report is 
at the bottom of p.79. The reference to military personnel obtaining 
goods from civilian suppliers as a stabilizing affect on the economy, 
ignores the unfair competition Guarr/s private sector retailers face f''om 
militaries subsidized stores. The Guam Chamber of Commerce has 
estimated that Navy's commissary sales alone would generate an 
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additional $20,000,000 in Gross Receipts Tax (4%) annually. While seme 
military expenditure does ocxur in the civilian sector, basic goods are 
generally purchased on base where prices are significantly lower. 
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TURirORY OF AMSHICAN iAMOA 



Ce OF THC QOVGINCR 
'AOATOOOMm 



/LF.LUTAU 



(iM) attain 



IMr.HUNWN.Jft. 



May 21, 1987 



Serial: 952 



Richard t,. Fogel 

Assistant Comptroller General 

United States General Accounting Office 

Washington, D.C. 20548 

Dear Mr. Fogcl: 

Thank you for the opportunity to conunent on the draft report 
"WEf.FARP AND TAXES: Extending Benefits aiicS Taxes to Puerto 
Rico, Virgin Xslands, Guam, and American Samoa," prepared by 
the staff of the United States General Accounting Office for 
submission to the House Ways and Means Committee, 
Subcommittee on Public Assistance and Unemployment 
Compensation. I wish to commend the staff who prepared this 
report. It is a well written document, but more importantly 
it has been written with considerable thought given to the 
economic, social, and cultural impacts of extending benefit 
programs and federal income taxes to the four areas. 

My comments on this report is limited to the scope of work 
performed in American Samoa. To begin, i wish to state that 
the report is correct, in that, of the six welfare programs 
investigated (SSI, AFDCr MEDICAID, rOSTER CARE, CHILD SUPPORT 
ENFORCEMENT, FOOD STAMPS), Medicaid is the only program 
available to the Territory. 

As indicated in the GAO report, American Samoa participate t 
xn the Medicaid Program under unique circumstances^ and 
therefore, it is not perceived as a welfare program, but as a 
revenue meature for our health care delivery system. The GAO 
report corre.^.tly assesses the effect on the Territory of 
fully extending the Medicaid Program to American Samoa. I 
feel that ths present arrangement, whereby American Samoa is 
able to rocrive the financial benefits of the Medicaid 
Program without the burdensome administrative and reporting 
requirements and the necesssity of identifying Medicaid 
eligible persons individually, is in line with our needs for 
assistance in this area. 
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There is a preponderance of documented evidence to justify 
raising the Medicaid cap for American Samoa by a least 
$400,000 annually. Our Health Care Financing Administration 
combined Medicare/Medicaid Cost reports and annual Presumed 
Eligible Population Reports contain the info*'mation which 
justifies this need. The existing Medicaid cap prevents 
American Samoa from being reimbursed for the full amount of 
Federal Medicaid funds for which the Territory would 
otherwise be eligible. 

The GAO report estimates that if the welfare programs had 
been fully extended in 19d4f federal costs would have 
increased $22*6 million and American Samoa*e costs would have 
decreased $460,000. The programs would have provided 
substantial federal funding to the Territoy. I believe 
however that the implementation of the programs and funding 
would have come at a very high cost. A cost which would have 
destroyed the values of our culture, traditions, and extended 
family network* A cost which would have created welfare 
dependency and work disincentives* A cost portraying 
American Samoa as a welfare state which is contrary to our 
desires and efforts to become less dependent on the United 
States tax dollars. 

The GAO report indicates that approximately 21,000 
participants in American Samoa would be eligible for Food 
Stamps under the present federal system* This is 
approximately two thirds or sixty percent of our current 
population. What state or U.S. possession has two thirds of 
its population as welfare recipients? 

While it is true that area cost would decrease and more 
benefits would be made available to more people with the 
extension of these benefit programs, it is not true that it 
would eliminate our economic and social problems. One of the 
major concerns is the influx of alien immigrants to the 
Territory seeking to benefit from these welfare programs* 
American Samoa is presently experiencing severe economic and 
social hardships with its alien population. Our schools lack 
adequate educational facilities. Our sole hospital has 
similar physical problems. Our prison which wa3 constructed 
to accommodate fifty prisoners is presently housing 
eighty-seven with the majority being non-residents* Our 
alien labor force has grown substantially in the last few 
years* I fear that the availability of these welfare 
programs may increase alien immigration and further compound 
some our economic and social problems. 
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I also believe the extension of federal Income taxea to 
American Samoa may produce economic and social hardships. 
Presently, 75 percent of individuals pay the local 2 percent 
minimum tax. The draft report estimated than American Samoa 
collected about $633,000 more in personal income taxes for 
1983 than the federal government would have collected. 
In 1986, American Samoa collected an estimated $2,228,861 
more in personal income taxes than the federal government 
would have collected. This is due to the changes in the tax 
laws over the last three years. With the Tax Reform Act of 
1986, the future figures could be lower because of increased 
deductions for dependents and the increase in the standard 
deduction. 

Had Federal income taxes been fully extended to American 
Samoa corporations In 1983, the revenues would have been $9,7 
million instead of the $8.9 million as reported in Lhe draft 
report. For 1986 corporate revenues would have been $7.4 
million. The decrease is due to one cannery not showing a 
profit for the last three years. Corporate tax rates were 
also reduced in the 1986 Reform Act. This reduction will 
decrease actual revenues by an estimated ?.5 million. 

The two canneries account for 90% of all corporate taxes in 
American Samoa. Both canneries have expressed opposition to 
extending federal income taxes to American Samoa. One 
cannery stated that if federal taxes were extended to 
American Samoa, its management would b'd forced to reevaluate 
its position, and that there would be a high probability of 
relocating to more favorable economic locations. 

Although the extension of federal income taxes in American 
Samoa would gain the federal government additional revenues, 
it would, in the long run, l^e self defeating from a federal 
and local standpoint. The imposition of federal taxes would 
result in the decrease of area tax revenues which would 
certainly undermine our efforts to become economically 
self-auff icitnt. The elimination of tax credits and local 
tax exemptions would make American Samoa less attractive to 
coporations currently operating in the Territory and to 
outside investors. This, too, would undermine our economic 
development efforts. It Is fair to assume that with the 
extension of federal taxes, business activity would reduce 
substantially, unGr:»nloyment would rise and ultimately federal 
tax revenue would decrease. If It is the Intent of Congress 
to increase federal dollars by Imposing federal income taxes 
to American Samoa, I bellevb in the long run this objective 
would be defeated. In the same regard, it would also defeat 
our objectives to promote economic developement and to move 
towards a more self su£!taining state. 
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I hope the mtrobers of Congreia, prior to taking any final 
action on the report, take into consideration the facts 
presented in the report and the views expressed by the 
officials of Puerto Rico, Virgin Islands, Cuam, and American 
Samoa* 

Thank you for the opportunity to comment on the report. 



Very truly yours, 




Governor 



APL/mtl 
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AMERICAN SAMOA GOVERNMENT 
OFFICE OF THE PRESIDENT OF THE SENATE 
LEGISLATURE OF AMERICAN SAMOA 



Serial:052-87 
LT/mCv 



LETULI TOLOA 
President 



Tel: (684) 633^565 
633-5231 



May 7, 1987 



Mr. Richard L. Fogel 
Assiscanc CompCroUer 
General Accounting Office 
Human Resources Division 
Washington, D.C. 20548 



Dear Mr. Fogel: 

This responds to your March 27 leccer and draft 
report regarding che extension of certain federal taxes 
and welfare programs to the territories. Speaking, of 
course, only for American Samoa, I concur with the 
reported responses of officials interviewed here which 
indicate opposition to the extension of most of these 
programs to American Samoa. 

After reviewing the draft report and the projected 
impact on federal and local costs of offering these 
programs, I wish to emphasize facts not thoroughly dealt 
with in the analysis ol our population. Out of the 
reported population of approximately 35,000, nearly one 
half of the residents are under the age of 18. Also, it 
is reported by local authorities that aliens constitute 
nearly 40 per cent of the population. Obviously, there 
is an overlap between these two groups, though I do not 
know its extent. The point is that perhaps an unexpec- 
tedly large portion of our population may not qualify 
at all for any of these programs due to their status as 
aliens or their age of minority. Moreover, the demo- 
graphic changes of the next 5 or 10 years may dramatic- 
ally alter the makeup of the target groups and the 
resulting costs of servicing them. Therefore, it is 
premature and risky to implement the programs at this 
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May 7, 1987 

Mr. Richard L. Fogel 

GeneVal Accouncing Office 



cime uncil beccer daca can be gathered. 

As has been demonscraced in ocher areas, chere is a 
possibility of serious fraud in che application process 
for some welfare programs in che territory. Wich Che 
cultural adaptation uf extended family situations, persons 
can easily report absent spouses, numerous dependent 
children, lack of household income, and can exaggerate 
other eligibility criteria to gain the welfare benefits. 
It is my opinion that this problem would be difficult to 
control at best and would be compounded by additional 
immigrants at worst. 

Regarding labor statistics, American Samoans able 
to work are rarely "unemployed" in the cultural sense. 
Young ai.d old, men and women, all have defined roles in 
the Samoan society with much of their time spent doing 
domestic non-paying tasks. These include plantation cul- 
tivation, animal keeping, cooking, weaving mats, building 
fales, etc. These occupations are very traditional and 
serve to support families, villages and chiefs as well as 
any cash paying job ever could in terms of cultural 
accomplishments. Money for wealth is only a recent inno- 
vation in Samoa, where wealth is traditionally measured 
in terms other than material assets. 

Extending the full six welfare programs would 
reportedly be a cost savings to the Territory of only 
about $400,000 per year. While we apprecic«:e every oppor- 
tunity to save expenses, such an amount is not overwhelm- 
ing and we are not at all compelled to opt for such gains 
in comparision to the risk of much larger disadvantages. 

What will benefit this territory far more than 
welfare programs is a more diversified economic base. In 
such a small economy, the impact of new businesses is felt 
quickly and the economic gains do in fact ripple across 
the island. 

On the issue of extending federal income tax to 
American Samoa, the draft report is accurate as ro the 
likely adverse effects of weakening or removing certain 
tax incentives. The tuna canneries are our economy and 
there is no doubt that this island would be devastated if 
they pulled out or substantially curtailed their produc- 
tion. I strongly oppose any change in the application 
of federal corporate tax law to the territory which would 
encourage the canneries to leave or cut back their oper- 
ations, particularly section 936 of the tax code. 
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May 7, 1987 

Mr, Richard L, Fogel 

General Accounting Office 



Perhaps the extension of additional business in- 
centives would be better. The long run effect of more 
tax generating firms would not only increase tax revenue 
but decrease the number of persons in need of welfare 
support. Simple economics works well in American Samoa, 

Although the income levels in dollar terms are 
comparatively low here, the wealth of our social and 
cultural system more than adequately provides all basic 
needs, with one major exception; medical care. Given 
our small population, we will always be strained finan- 
cially to support a modern hospital with current health 
care technology, Medicaide payments which assist in 
obtaining or providing health care services to medically 
needy persons will likely always be acceptable here. 
Already we refer a large number of residents off-island 
for medical services at the government's expense. 
Monetary distributions directly to the medically needy 
may encourage them to seek private medical care and help 
them defray other costs of living related to their con- 
dition. 

Thank you for Che opportunity to respond to your 
proposed report. If I can be of any further assistance, 
please let me know. 



Sincerely , 




President of the Senate 
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United States 
Oepanment of 
Agriculture 



Food and 
Nutrition 
Service 



3101 P;»rk Center Drive 
Alexandria. VA 22202 



m2 



Mr. J. Dexter Peach 
Assistant Comptroller General 
Resources, Community and 

Rconomic Development Division 
U«S* General Accounting Office 
Washington, D.C. 20548 

Dear Mr. Peach: 

This report responds to your letter of March 27, 1987 requesting 
comments on your report entitled WSLFARE AND TAXES: Extending 
Benefits and Taxes to Puert:o Rico. Virgin Islands. Guam and 
American Samo a. 

My comments focus on those sectir^ns of the draft report related 
to the Food Stamp Program (FSP) and its counterpart in the 
Commonwealth of Puerto Rico, the Nutrition Assistance Program 
(NAP). Enclosed are detailed comments to clarify, refine and 
update particular points mac*i in your draft report. 

I believe this descriptive report could be improved if it 
emphasised the significant cu.:^'ent Federal commitment to 
providing assistance in these outlying areas. While assistance 
efforts are mentioned, the draft report tends to understate the 
extent of assistance that USDA continues to provide to low-income 
persons in the g* ;graphic areas discussed. In particular, the 
draft report acknowledges that Guam and the Virgin Islands 
participate fully in FSP; however, the report tends to downplay 
the significant role of Puerto Rico's NAP. 

The Nutrition Assistance Program setves approximately one-half 
of Puerto Rico's population. This single progra^n provides over 
80 percent of the total Federal funds channeled to Puerto Rico 
and the other three areas through the six assistance programs 
identified in your report. 

As mentioned in the draft report, the Food Stamp ogram does not 
operate in American Samoa largely because officials there 
generally oppose Federal assistance programs. In sum, with the 
exception of American Samoa, FSP and its NAP counterpart are 
currently assisting those in need who choose to participate. 
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The report could also be improved by supplementing the Fiscal 
Year 1984 program and cost information currently contained in the 
report with more recent information. I understand that Fiscal 
Year 1984 is the most recent period for which information is 
available on all six assistance programs addressed. However, 
various relevant changes in FSP and NAP have occurred since then. 
In particular, NAP funding is no longer capped at $825.0 million. 
The Fiscal Year 1987 appropriation for NAP is $852.8 million. 
Congress has authorized annual funding increases for Fiscal 
Years 1987-1990. The draft report did not include the current 
authorization level nor was this Fiscal Year 1987 level 
incorporated into relevant cost estimates. Only a vague 
parenthetic reference to authorized increases appears in the 
text . 

I hope these comments as well as those which are attached will 
help you in more fully describing the commitment which the 
Federal Government has to assist needy individuals in these 
outlying areas. 

Sincerely, 




S. ANNA KONDRATAS 
Acting Administrator 



Enclosure 
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DEPARTMENT OF THE TREASURY 

WASHINGTON 



MAY 1 1 1987 



Now on p. 3. 



Now on pp. 56-57 and 1 32-136 



Now on p. 136. 



Dear Mr. Anderson: 

I am responding on Secretary Baker's behalf to your request for 
comments on the draft GAG report, Welfare and Taxes; Extending 
Benefits and Taxes to Puerto Rico, the Virgin Islands, Guam and 
American Samoa ^ The comments we have on your discussion of taxes 
are : 

(1) The rc-Lerencc to "tax yeat i9Br>" not cleat . The cotporate 
tax data used pertain mainly to calendar year 1982 and do not 
reflect the impact of the 1982 TEFRA legislation which 
applies to tax years beginning after December 31, 1982. The 
estimates should therefore reflect adjustment for the impact 
of TEFRA. 

(2) The assertions on the long run increase in revenue from 
extending federal taxes to the possessions are highly 
speculative. (For example, the statement on page 4 of the 
executive summary that "GAG believes annual federal tax 
revenue could decline significantly over the long run 
(compared to the initial, short run, increase] ...") They 
should be deemphasized and stated in a highly qualified 
manner, in addition, there should be a fuller discussion of 
the possible sources of error in the short run estimates. 

The discussion on pages 77-79 and 156-160 of the industries 
that would leave Puerto Rico and move out of the United 
States altogether if they had to pay full federal tax is not 
systematic enough to be of any merit. The discussion does 
not consider the tax cost of transferring intangibles outside 
the United States. 

(3) Gn page 150, the report states that "half of 1982 earnings of 
corporations claiming the credit in Puerto Rico were from 
intangibles". This presumably is based on the Treasury's 
Fourth Report on Possessions Corporations. Our current view 
is that this is probably an underestimate of the significance 
cf intangibles. 

(4) The reference on page 151 to a possible indirect employment 
"multiplier" of 2.35 should be deleted. The Treasury's Fifth 
Report explains why this estimate is spurious; the 2.35 
estimate has even been disowned by Puerto Rican 
statisticians . 
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(5) It is not clear why the report does not adopt the state model 
and assume that possessions taxes are maintained but are 
deductible against federal liability. Is there any reason 
for the specific assumptions adopted on local taxes? 



Sincerely, 




C. Eugene Steuerle 
Deputy Assistant Secretary 
(Tax Analysis) 

Mr. William J. Anderson 
Assistant Comptroller General 
U.S. General Accounting Office 
Washington, D.C. 20548 
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United States Department of the Interior 

OFFICE OF THE SECRETARY 
WASHINGTON, D.C. 20240 



MAY 13 1987 



Mr. J* Dexter Peach 
Assistant Comptroller General 
U.S* General Accounting Office 
Wasliington, D*C* 20548 

Dear Mr. Peach: 

On behalf of the Secretary of the Interior, this letter is in 
response to the U*S» General Accounting Office (GAO) draft report 
on extending welfare benefits and taxes to Puerto Rico, the Virgin 
Islands, Guam and American Samoa* 

The Department of the Interior, through the Office of Territorial 
and International Affairs, has administrative responsibility for 
coordinating Federal policy in American Samoa, Guam, the Northern 
Mariana Islands, the Trust Territory of the Pacific Islands, and 
the U*S* Virgin Islands* The mandate of this office is to promote 
economic, social and political development in these territories* 

The Office of Territorial and International Affairs is adamantly 
opposed to fully extending Supplementary Security Income (SSI), 
Aid to Families with Dependent Children (AFDC), Medicaid, Foscer 
Care, Child Support Enforcement and Food Stamps, as well as 
Federal income taxes to the aforementioned areas* It would be 
difficult, if not impossible, for the territorial governments to 
meet the matching requirements of these programs* In addition, 
the bureaucracy that would be created to administer these programs 
would bankrupt the islands' fiscally as well as morally* 

In addition to consideration of the economic impact of these 
programs on the island governments, we must also look at potential 
damage to the culture* The Federal government must not be a party 
to the deterioration of a traditional and tremendously successful 
extended family concept still adhered to in the territories by 
offering relief under far less effective and efficient welfare 
programs* 
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The Office of Territorial «r\d International Affairs is leading an 
effort towards self-gove; nt for the territories and the active 
participation of their rt^xdents in the determination of their own 
future. Additional Federal programs would be an intrusion upon 
these objectives. 




Sincerely yours 
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DEPARTMENT OF HEALTH & HUMAN SERVICES 



OKice o( Inspector Generel 



Washington. O.C. 20201 



JUN ? 



Mr. Richard Fogel 
Assistant Comptroller General 
U.S. General Accounting Office 
Washington, D.C 20548 

Dear Mr. Fogel: 

The Secretary asked that I respond to your request for the 
Department's comments on your draft report, "Welfare And Taxes: 
Extending Benefits And Taxes To Puerto Rico, Virgin Islands, 
Guam, and American Samoa." The enclosed comments represent the 
tentative position of the Department and are subject to 
reevaluation when the final version of this report is received. 

We appreciate the opportunity to comment on this riraft report 



before its publication. 




Richard P. Kusserow 
Inspector General 



Enclosure 
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WELFARE AND TAXES; EXTENDING BENEFITS AND TAXES TO PUERTO RICO. 
VIRGIN ISLANDS, GUAM, AND AMERICAN SAMOA,** GAO/ HRD-87-60 



General Conunents 

We appreciate the opportunity to conunent on the draft report. We 
find the report to be a fair and accurate description of the 
operation of the Department's programs in the Commonwealth of 
Puerto Rico and the territories and of the consequences of fully 
extending the Department's programs to these areas. 

The report does not provide any recommendations. However — 
because of uncertainties about the impact of extension of these 
programs and U.S. tax laws — GAO cautions Congress to consider an 
experimental approach rather than outright extension. We agree 
with GAO's concerns and suggest the report provide two additional 
caveats — 



First, there are a number of welfare reform proposals 
being considered by Congress that would substantially 
alter the programs addressed in the report. These 
include an Administration proposal to allow states, on a 
demonstration basis, to exercise broad latitude in 
determining benefits, eligibility, and program structure 
for these and many other welfare-related pr'^grams. 

The report should indicate that the extension of the 
welfare programs to Puerto Rico and the territories 
should be addressed as a part of, or subsequent to, 
congressional consideration of those legislative 
proposals. 

Second, GAO should be explicit in recognizing that the 
extension discussed in the report is only one 
approach to reforming the administration of these 
program£3. There are other program design options that — 
because of the concerns and uncertainties cited by GAO — 
are worth congressional consideration. These include 
such options as block grants, program waivers, and other 
approaches that would increase flexibility in 
determining eligibility and benefit levels. There is 
precedent for such treatment since there have been a 
number of instances in which Federal legislation has 
taken account of the unique circumstances of Puerto Rico 
and the territories. These include: 

— replacement of the Food Stamp program in Puerto 
Rico by the Nutritional Assistance programs- 
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the extension of the Medicaid program to American 
Samoa; and 

— the enactment of the program consolidation 
provisions of Public Law 95-134. 

In each of these cases, it was recognized that Federal 
programs designed for state operation are frequently not 
appropriate for Puerto Rico and the territories. Thus, in 
any consideration of program extension or modification. 
Congress should examine a full range of options. An 
important principle in assessing those options should be that 
Federal agencies, Puerto Rico, and the territories should 
have broad latitude to design and administer benefits and 
services in a manner that best meets the needs of the 
citizens of those jurisdictions. 
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Requests for copies of gaO reports should be sent to: 

U.S. General Accounting Office 
Post Office box 60 15 
Gaithersburg, Maryland 20877 

Telephone 202-275-6241 

The first five copies of each report are free. Additional copies are 
$2.00 each. 

There is a 25% discount on orders for 100 or more copies mailed to a 
single address. 

Orders must be prepaid l)y cash or by check or money order made out to 
the Superintendent of Documents. 



213 



